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THE O’FALLON DECISION 


By WINTHROP M. DANIELS 


N May 20, the Supreme Court of 
() the United States rendered its 
decision in the so-called O’ Fallon 

The specific effect is the entry 

a decree annulling an order of the 
Interstate Commerce Commission. 
[his order, dated February 15, 1927, 
required the St. Louis & O’Fallon Rail- 
way Company to pay to the Commis- 
ion for the United States $226,880.66 
vhich the Commission had determined 
be the amount of recapturable 
excess earnings for three years and ten 
months ending December 31, 1923. A 
imilar sum was required by the order 
be placed by the O’Fallon Railroad 

in a reserve fund. The decision of the 
Supreme Court was rendered on appeal 
ss appeal from a decree of the 
Un States District Court, Eastern 
Missouri, sustaining the Commission’s 
rder, save in respect of the dates from 
which interest on the recapturable 
unt was computed to run. The 


na 9 
a@iiu Ci 


e St. Louis & O'Fallon Railway Company et al., 

United States et al.; United States et al. v. 
uts O'Fallon Railway Company et al. Nos. 
1 and 132, Supreme Court of the United States. 


Supreme Court divided, five to three, in 
rendering the decision, one Justice not 
participating. Without entering here 
into the details of the decision, it was 
grounded upon the holding that the 
Commission had disregarded the ap- 
proved rule applicable to valuations for 
rate-making, or recapture purposes, 
requiring consideration of current, or 
reproduction costs. 


The Practical Aspects of the Decision 


The result of the case gives rise to 
various considerations, the first of 
which is the immediate and practical 
effect. The financial and_ business 
world will be primarily interested in 
knowing how the decision is likely to 
affect the market value of railroad 
securities and the probable future of 
rail-transportation rates. In addition, 
the legal background of the decision 
throws light upon the matter of public 
policy as related to utility regulation, 
particularly as regards the contrasted 
bases of regulation, to wit, present value 
as against investment. 








The majority opinion expressly re- 
frains from making value for recapture 
purposes equivalent to full reproduction 
It distinctly 


some, 


+ 


cost at 
1 
} 


says U! 


present prices. 


1at doubtless ‘“‘there are 

railroads the ultimate 

value of which should be placed far 

below the sum necessary for reproduc- 

tion.” At the same 

little doubt that due consideration of 
, 


perhaps many, 


time there can be 


this element must have raised the value 
of the O’Fallon as found by the Com- 
mission. In that value the estimated 
cost of the major part of the O’Fallon’s 
physical property, constructed or ac- 
quired before July 1, 1914, is carried 
over bodily as of that date without 
enhancement by reason of subsequent 
increases in prices or costs. The Com- 
mission in its report had indicated the 
unmistakable purpose of employing in 
the future the same method of valuation 
for recapture estimates of all railroad 
property. It says: 


We are dealing here with one small rail- 
road. Nevertheless, what we doin this case 
we must in principle do for all the railroads 
in the United States.” 

The inevitable inference from the 
Court’s decision would seem to be that 
railroad carriers’ similarly circum- 
stanced as the O’Fallon will be obliged 
to surrender to the government as 
eEXCess substantially smaller 


amounts than they would have been 


earnings 


liable to pay under orders similar to 
that of the Commission in the O’Fallon 
case. How much less their liability 
becomes is wholly indeterminate, for 
the majority opinion is careful to refrain 
from indicating the weight to be accord- 
ed to current, or reproduction costs in 


determining the recapture base. There 


* Report. 1 >¢ 
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can, accordingly, be no precise or even 
approximate calculation of the net addi- 
tion to their free assets—a fact re. 
flected in the extremely moderate rise 
in the market value of railroad securj- 
ties after the announcement of the 
decision. In an immediate commercia| 
sense, therefore, the result of the deci- 
sion is the removal—to an undefined 
degree—of the recapture shadow which 
previously rested upon the railroads 
and an increase—equally indefinite— 
in the equity of the railroad stock- 





holders. 

It should be noted in this connection 
that the decision did not affect all roads 
alike. The market quotations of the 
securities of financially weak carriers 
showed no advance after the decision 
but on the whole a decline. In part, 
this decline may be attributed to a 
lessening in the putative values upon 
which the weak roads can hereafte: 
trade in the matter of consolidations. 
Some of their stock in trade, to wit, the 
degree to which their inclusion in 
larger systems may dilute recapturable 
excess system earnings, has been dam- 
aged—but again to an indeterminate 
extent. 

It might be supposed that the pre- 
sumed increase in the rate-making 
value of railroads would be a precursor 
to an attempt to increase railroad rates. 
This, however, seems unlikely. After 
the decision the newspapers reported 
President Hoover as expressing th 
opinion that a rate increase would not 
result. ‘To date this forecast has been 
verified. Indeed, shortly after the de- 
cision many of the trunk lines volun- 
tarily put into effect a substantial 
reduction in rates on export grain. 
The competitive situation and the fear 
of reducing the volume of traffic will 
probably preclude any immediate rais- 
ing of the rate level. 
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It is worthy of remark that to date 
three major specific objectives of 
Transportation Act, 1920, have 
substantially failed of realization. ‘The 
rate of return upon the aggregate 

lue of railroad property has been 
ached in only one of the years since 
1920 and in the Western district has 
ver been even approximately at- 
ined. The recapture of excess earn- 
os, except for the voluntary surrender 

f certain sums by a few carriers, whose 
ogregate makes a beggarly contingent 
nd available for weak lines, has been 
what is commonly called a “flop.” 
nd the consolidation of carriers into 
limited number of systems—apart 
m unifications by lease or purchase 
stock control—still remains an 
inconsummated dream. ‘The plain un- 
irnished truth is that the injection of 
substantial addition into railroad 
revenues by Ex Parte 74, wholly 
apart from the theory or method by 
which it was done, together with the 
new efficiency displayed by manage- 
ent and employees since 1920, the 
cooperation of shippers’ regional traffic 
mmittees, and the general business 
rosperity have reinvigorated the rail- 
ads; and the complicated and often 
inworkable provisions of the Transpor- 
tion Act have accomplished compara- 
tively little directly. As Mr. Commis- 
ioner Woodlock says in his dissenting 
nemorandum to the O’Fallon report, 
‘If any conclusion may fairly be drawn 
m the fact that capital has been 
ipplied to the railroad industry by 
investors in the years following 1920, it 
the conclusion that in supplying it 
nvestors have relied upon the terms of 
the law, the statements of this Commis- 
n, and the decisions of the Supreme 
Court, all of which’”—he goes on to 
“are now summarily set aside by 


— 


majority.” 
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The Background of the Case 


The recapture clause of the Transpor- 
tation Act, 1920, has been termed by 
the Supreme court in the Dayton- 
Goose Creek case® the “‘key provision of 
the whole plan.” Congress in 1920 
was evidently impressed with the fact 
that an adequate system of transpor- 
tation for the nation required a return 
to railroads generally, sufficient to 
induce the current voluntary invest- 
ment of sufficient capital to keep pace 
with growing transportation needs. It 
assumed that if the aggregate net rail- 
way operating income amounted to a 
fair return upon the aggregate railway 
operative property, this enlistment of 
the necessary new capital would be 
possible of attainment. It also recog- 
nized that rates on competitive traffic 
must be the same on all lines, whether 
financially weak or strong. It assumed 
that such uniform rates would yield to 
certain of the better circumstanced 
Carriers an income “substantially and 
unreasonably ”’ in excess of a fair return. 
If shippers paid rates which in their 
totality did not produce more than a 
fair return on all railroad operative 
property they could not complain that 
they were overcharged. As for indi- 
vidual shippers who patronized the 
better circumstanced lines and thus 
contributed to profits ‘‘substantially 
and unreasonably” in excess of a fair 
return, the net income so produced, 
beyond 6%, was to be impressed, to the 
amount of 50% thereof, with a declara- 
tion of trust in behalf of the United 
States. When such excess profits were 
surrendered, the railroad contingent 
fund thus provided was to be available 
for loans to necessitous lines. 

Thus the totality of rates and 
individual rates included therein were 


ee 


* 363 U.S. 456. 
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to be reasonable, and the strong com- 
panies were to be required, to the 
amount of one-half of their excess 
profits, to bear the infirmities of the 
weak. A summary method was pro- 
vided in Section 15a, whereby the 
value of aggregate railroad property 
was to be computed, without waiting 
for the slower process of finding the 
values of individual carriers under the 
Valuation Act.‘ 

This the Commission essayed to do 
in Ex Parte 74. The Commission 
believed, apparently correctly, that a 
similar summary process was warranted 
by Section 15a to ascertain the value of 
individual carriers for the purpose of 
estimating and recovering excess earn- 
ings. It began with two roads, the 
O’Fallon, a short coal-carrying road in 
Illinois reaching connecting rails at 
East St. Louis, and the Manufacturers’ 
Railway Company, a St. Louis switch- 
ing road, both owned mainly by the 
Busch estate and both officered and 
managed by the same _ individuals. 
The recapture clause provides that 
‘a group of carriers, which the Com- 
mission finds are under common con- 
trol and management and are operated 
as a single system,” shall have their 
values and net railway operating in- 
comes “computed for the system as a 
whole, irrespective of the separate 
ownership and accounting returns of 
the various parts of such system.” 
This finding the Commission declined 
to make as regards these two small 
companies on the ground that there 
was not that “unity of purpose” which 
must exist to constitute a single system 
under the statute. This finding was 
not disturbed by the District Court or 
by the Supreme Court. The Manuv- 
facturers’ Railway Company was thus 


‘Interstate Commerce Commission Act, Section 


19a. 
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eliminated from the case, and its 
deficient earnings could not be used to 
offset the rather generous income 
earned by the O’Fallon. 

The Commission had not yet com- 
pleted its valuation of theO’ Fallon under 
the Valuation Act.® It now proceeded jn 
more summary fashion to find the recap- 
ture base of that company. Under 
the Valuation Act the Commission had 
made an inventory of the O’Fallon 
property as of June 30, 1919. The 
structural elements had been priced 
by the use of unit prices of 1914. 
Such of these elements as had been 
installed between June 30, 1914, and 
June 30, 1919, were enhanced by the 
excess of actual prices paid over the 
estimated 1914, or normal prices. It 
is not without significance that the 
Commission’s estimate of these later 
additions was $56,293.51 as against 
an actual cost of $95,136.63. The 
actual prices were, however, allowed 
for the elements installed in the five 
years prior to June 30, 1919. From 
the cost of reproduction new, so deter- 
mined, a deduction was made for 
depreciation based on the straight line 
method, amounting to over 25% of 
estimated cost new. For property 
added after June 30, 1919, the carrier’s 
record of net additions to investment 
account was taken and added to the 
previous totals. For whatever reason 
it may be, no additional depreciation 
was deducted from property newly 
installed in any of the recapture periods, 
covering the period March 1, 1920, t 
December 31, 1923. To the previous 
miscellaneous aggregates for each re- 
capture period the current value of the 
company’s lands was added, also an 
additional sum for materials and sup- 
plies carried, but disallowing anything 
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for cash working capital. By some 
process, undisclosed of record, an addi- 
tio nal sum was added, of $32,660.88, 

eged by the carrier to be approxi- 
pa 5% on the sum of (1) cost of 
reproduction less depreciation and (2) 
present value of land, in order to obtain 
the basic figure of value for June 30, 


IQITY. 
The process is clearly recapitulated 


in the dissenting memorandum of Mr. 
Commissioner Hall, in which three 
of his fellow commissioners joined. 
It says: 


In order to determine the value of the 
O’Fallon property devoted to carrier ser- 
vice during the recapture periods, Io 
months in the year 1920, and the years 
1921, 1922, and 1923, we start with a 
valuation or inventory date of June 30, 
1919. The units in existence on that date 
are known. Original cost of the entire 
property can not be ascertained. As to 
the man-made units, we estimate the cost 
of reproducing them in their condition on 
that date and in so doing apply to the units 
installed prior to June 30, 1914, the unit 
prices of 1914, representing a fairly con- 
sistent price level for the preceding § or 
10 years. To like units, installed after 
June 30, 1914, and prior to June 30, 1919, 
we apply the same prices, but add a sum 
representing price increases on those units 
during that period. For the third period, 
from June 30, 1919, down to each recapture 
date, we abandon estimate and turn to 
recorded net cost of additions less retire- 
ments. On this composite, made up of 
estimated value for two periods and 
ascertained net cost for the third period, 
the majority base a conclusion as to value 
at recapture date of the man-made items. 
Land goes in at its current value as meas- 
ured by that of neighboring lands. 


In accordance with the above process, 
the Commission found that the recap- 
ture base for the O’Fallon was: 


$856,065 
875,360 


For 1920 (10 months)............... 
“ce 
1921 


1922 


Pa eee 
Pat eter 
1923 


From the current reports and ac- 
counts of the O’Fallon, the excess net 
railway operating income (restated by 
the Commission for 1923) was found to 
be as follows: 


March 1 to December 31, 1920.... $106,755.96 
January 1 to December 31, 1921... 130,205.13 
January 1 to December 31, 1922... 106,391.03 
January 1 to December 31, 1923... 110,409.22 
Fifty per cent of these several 


amounts the O’Fallon was directed by 
the Commission’s order to remit, with 
interest at 6%, computed on each sum 
from four months after the close of the 
respective calendar years. 

In the District Court to which the 
carriers applied for an _ injunction 
against the order, two of the three 
judges sitting were of the opinion that 
inasmuch as the amount left with the 
O’Fallon after compliance with the 
order would be more than enough to 
negative any claim of actual confisca- 
tion, there was no necessity to deter- 
mine the propriety of the Commission’s 
method of finding the recapture base. 
The third judge was of the opinion that 
confiscation might result if the Com- 
mission’s valuation was erroneous, but 
held that the method was _ intrin- 
sically correct, and so agreed with his 
confreres in declining toenjoin the order, 
save as regards the date from which 
interest was to be computed. The 
O’Fallon appealed to the Supreme 
Court from the District Court’s deci- 
sion, and the Commission filed a cross 
appeal from the modification of its 
order relating to the date from which 
interest was to run. 

The majority opinion of the Supreme 
Court dealt with the judgment of the 
District Court in rather summary 
fashion. It declared: ““Whether the 


Commission acted as directed by Con- 
gress was the fundamental question 
presented. 


the action 


If it did not, 
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the authority 
The only power 


order 


taken, being beyond 
granted, was invalid. 
to make recapture 
from the statute.” 

Brushing aside 
flicting 
their briefs and arguments, the decision 
hinged on whether the Commission’s 
method of determining the recapture 
compute excess 


any arose 


the mass of con- 


issues raised by counsel in 


base on which to 
earnings was or was not in conformity 
with the requirement of Section I§a 
(4) of the Interstate Commerce Act 


which provides, inter alia, that the 
Commission “shall give due considera- 
tion to all of the elements of value 
recognized by the law of the land 
for rate-making purposes.’ Did the 


Commission give consideration to cur- 
rent or **'The 
weight to be accorded thereto,” says the 
not the matter before us.” 

It is that the Commission’s 
report, which the Court 
as “long and argumentative,” contains 
declaration that 
“the basic 
formed 
but 


re 
facts. 


reproduction costs? 


Court, ‘“‘is 
true 
characterizes 


the “immunizing” 


its judgment as to fair 
“not 
after 
396 


single-sum values’’ was 


by the use of any formula 


relevant 
suggestion that 


consideration of all 
In commenting on the 
ought to be given to 


‘some weight 


changes in general price levels, 


even 
though current cost of reproduction be 
not the . 
value,” the Commissi 
sutlined above we 


taken as “*basic measure of 


yn says: “Under 
the method do give 


weight to such changes in so far as 


they have been reflected in prices paid 

r net rue n or replacements, 
italics ours) and we value lands at 
their prevailing market values. We 
know of no other way of giving weight 
to this factor which ts n d pendent on 
( rice unless full weight be given 





under the current reproduction cost 
doctrine.”’ (Parenthetically it may be 
observed that Mr. Justice Brandeis in 
his dissenting opinion gives numerous 
illustrations of how only partial weight 
may be given to this factor.) 

The Commission’s contention how- 
ever lets the cat out of the bag, for to 
the bulk of the structural property 
installed before June 30, 1914, no 
consideration whatever was given to 
current reproduction costs. It is true 
that the basic valuation of $850,500 
arrived at as of June 30, 1919, contains 
the anomalous and unexplained item 
previously mentioned of $32,660.88, an 
item like the mysterious scriptural 
Melchisedek “without father or 
mother,’ but that it was intended to 
cover the consideration of “‘present as 
compared with original costs of con- 
struction” is palpably absurd. As Mr. 
Commissioner Hall says in his dissent- 
ing memorandum: “As to this major 
part of the carrier’s property devoted 
to carrier purposes in 1923, no con- 
sideration is given to costs and prices 
then obtaining or to increases therein 
since 1914.’° 

Mr. Justice Brandeis in his dissenting 
opinion, in which Mr. Justice Holmes 
and Mr. Justice Stone joined, states 
the situation with great clarity where 
he says: 

The question on which the Commission 
divided is this: Did Congress require the 
Commission when acting under Section 
15a to give, in all cases and im respect to 
all property (italics not in the original), 
some, if not controlling, effect to evidence 
establishing the estimated current cost o! 
reproduction? Or did Congress intend to 
leave to the Commission the authority to 
determine, as in passing on other con- 
troverted fact, what weight, | 
any, it should give to that evidence? 


issues of 


’ Report, p. 39 


8 Jhid ' 
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The question is a fair one, but where 
no weight whatever was given to this 
element in respect of the great bulk of 
the property involved, the judgment of 
the majority of the Court has great 
weight that the ‘Commission dis- 
regarded the approved rule and has 
thereby failed to discharge the definite 
duty imposed by Congress.” 


The Public Policy of Regulation as 
Affected by the Decision 


The decision in the case goes far 
beyond the effect upon the O’Fallon. 
The adherence of the Supreme Court 
to the rule of present fair value and 
the necessity of determining that value 
by due consideration of current prices 
and present costs of plant construction 
raises again the economic question 
whether the value, or rate-base, so 
arrived at is more appropriate than the 
use of investment figures for the same 
purpose. Throughout the majority 
report of the Commission and the dis- 
senting memoranda of Mr. Justice 
Brandeis and Mr. Justice Stone in 
support thereof, there persistently re- 
curs the consideration of the aggregate 
value of railroad property, as deter- 
mined by consideration of present 
reproduction costs. The application 
of index numbers (reflecting current 
costs in the recapture years) to the 
O’Fallon property inventory of June 
30, 1919, would have more than doubled 
in one instance, and would have largely 
increased in all instances, the recapture 
bases on which to compute excess in- 
come, which the Commission adopted. 
\s Mr. Justice Stone says in his 
dissenting opinion: “‘If full effect were 
to be given to it (that is, to present 
cost of reconstruction) in all cases... 
we would arrive at the economic para- 
dox that present value of the railroads 


is far in excess of any amount on 
which they could earn a return.” 

The O’Fallon property, which was 
the concrete case at bar, presented no 
such paradox or dilemma. It was earn- 
ing and was capable of earning a fair 
return on the larger base. But assum- 
ing that railroads generally are not 
capable of doing the same thing, we are 
squarely faced with the paradox which 
Mr. Justice Stone suggests. Is there 
any way by which it may be resolved? 

One suggestion towards such a solu- 
tion lies in the consideration that the 
Commission in its valuation findings 
abandon the mechanical method of 
accepting reproduction costs less de- 
preciation, as of June 30, 1914, for 
instance, as determinative of a mini- 
mum of value for rate-making purposes 
in all cases. On this point at least 
both the majority and the minority of 
the Supreme Court are in accord. 
Mr. Justice McReynolds speaking for 
the majority says that doubtless “there 
are some, perhaps many, railroads 
the ultimate value of which should be 
placed far below the sum necessary for 
reproduction.” Mr. Justice Brandeis 
in his dissent asserts that: “Many 
railroads built before the World War 
have never been worth as much as 
their original cost, because high con- 
struction cost combined with adverse 
operating conditions and limited traffic 
have at all times prevented their 
earning, despite reasonable rates, a 
fair return on the original cost.” He 
refers also to the abandonment of over 
4,400 miles of line since 1920, and 
remarks: ‘“‘Obviously, no one would 
contend that their actual value just 
before abandonment was what it origin- 
ally cost to construct them or what it 
would then have cost to reconstruct 
them.”’ Both citations are suggestive 
of former Commissioner Potter’s dis- 
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senting opinion on the Commission’s 
valuation of the Atlanta, Birmingham 
& Atlantic Railway, where he remarked 
caustically of the valuation of about 
$24,000,000, that nobody in his senses 
would give $10,000,000 for the prop- 
erty. The Smyth v. Ames rule includes 
among the “matters for consideration” 
in order to ascertain a railroad’s fair 
value “the probable earning capacity 
under particular rates prescribed by 
statute,” and also “the amount and 
market value of its bonds and stock.” 
If these elements had been employed 
by the Commission with discretion, the 
paradox of which Mr. Justice Stone 
speaks would be far less formidable. 

It should not be overlooked in this 
connection that even though the aggre- 
gate rate base for all the railroads 
should amount to a sum higher by 50% 
than the tentative base of $18,900,000,- 
000 employed in £x Parte 74, with 
additions since 1920, the theoretical 
increase in the general rate level, 
assuming that the traffic would bear it, 
would not be anything like 50% above 
the present level. If 20% or 30% of 
gross revenue now goes to make up the 
net railway operating income, the 
theoretical increase required in gross 
revenue would be in the one case 10% 
and in the other case 15 % of the present 
total revenue. If the carriers through 
self-interest refrain from asking even 
so moderate an increase, the fact that 
the aggregate estimated value of rail- 
road property would be in excess of the 
amount upon which the carriers are 
content to earn does not seem to present 
any outstanding menace to the shipping 
public. The same situation is found 
today in the case of many local public 
utilities. 

As has been suggested above, there 
are other considerations which may 


warrant in appropriate cases the find- 


ing of a railroad “value,” or rate base, 
or recapture base, substantially below 
the estimated present cost of reproduc- 
ing railroad property. Among the con- 
siderations recited in Mr. Justice Bran- 
deis’ dissenting opinion is the follow- 
ing—‘‘to prove actual value by evi- 
dence of reproduction cost, the evidence 
must be directed to the present cost 
of imstalling such a plant as would 
be required to produce the same service” 
(italics not in the original). Under 
such a qualification the reproduction 
cost of a modern efficient plant, not 
of the identical property which may be 
obsolescent or inefficient, would be 
determinative and would justify ap- 
propriate abatements from the re- 
production cost of an existing railroad 
property. 

To the controversial literature de- 
voted to the duel between investment 
and present value the Commission’s 
report in the O’Fallon case contributes 
one illustration which seems destined to 
become classic. It is always urged 
that the accounting item called Invest- 
ment, if used as the rate base, makes 
for stability of rates, inasmuch as— 
apart from negligible current variations 
in that item—the capital return is 
always figured on that constant sum. 
Present value is displayed on the con- 
trary as incessantly bobbing up and 
down on the ever-fluctuating price 
level, as something “driven by the 
waves and tossed.” The inference 
drawn is that the ever-changing ele- 
ment of return on property value will 
be reflected in a corresponding constant 
variation in the rates charged for the 
services of railroads and public utilities. 
The fact that the recapture periods in 
the O’ Fallon case corresponded with the 
sharp deflation of post-War prices in 
1920, and with the wholly unusual 
fluctuations in the price level for the 
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next three years, affords a climacteric 
theoretical illustration of this supposed 
infirmity of present value as a rate 
base. The application to the “basic 
single-sum value” of the O’Fallon for 
June 30, 1919, of the index numbers 
reflecting changes in the general level of 
prices for the recapture periods, is 
indicated in the following table from 
page 31 of the Commission’s report. 














Period Ended Rais | 
ing Value 

“a | ; 
Jund 40; POND cs acdicuddataacn 100 |$ 850,500 
December 31, 1920........ 230 1,825,500 
December 31, 1921........ | 195 1,563,000 
December 31, 1922........ | 167 | 1,278,000 
December 31, 1923........ | S96 1,405,500 








The 1919 “ratio” of 100 is, of course, 
mainly the valuation of the inventoried 
property of that year at the 1914 pre- 
War prices. The suggested inference 
from the table is a necessary sharp 
fluctuation in rates as between the 
various years. But was there, in fact, 
between 1920 and 1923 any such 
variation in the O’Fallon’s rates for 
carrying coal which constitutes 99% 
of its trafic? Was any such variation 
proposed or suggested by the O’Fallon? 
If there was any change in rates was it 
not consistently downward, unless the 
O'Fallon escaped the 10% reduction in 
1922? 

The illustration is characteristic of 
the attack upon present value as a 
rate base. It is applied by the Com- 
mission to the aggregate of railroad 
property in the United States. But the 
same principle is simply presented in 
larger figures. In essence it is the 
same. It may fairly be suggested 
that where the constant fluctuation of 


rates of utilities or railroads is cited as 
the inherent vice of the use of present 
value as a rate base, the very pertinent 
question be put—How often have rates 
been changed on this account in the 
case of any particular utility? The 
price revolution following the World 
War necessitated changes in many 
utility rates. Such an adjustment to a 
wholly new basis of operating costs and 
capital costs was inevitable. But once 
such a reasonable adjustment is made, 
it is wholly at variance with the 
fact that changes in rate schedules 
are sought to correspond with minor 
current variations in price levels. A 
reasonable theory of using present 
value as a rate base contemplates 
nothing more than such infrequent 
adjustments as may be warranted 
when the price level has undergone a 
substantial variation. To impute to 
the theory the advocacy of incessant 
changes in rates is to ignore the plain 
facts of experience. 

The flexible but much-decried rule 
of Smyth v. Ames that “‘the basis of all 
calculations as to the reasonableness of 
rates . . . must be the fair value of the 
property being used . . . for the con- 
venience of the public” has weathered 
many storms in the past generation. 
The opposing theory of investment, 
which the railroads at first espoused, 
or its more modern phase, ‘prudent 
investment,” is again enlisting the 
interest and favor of certain utilities 
whose properties have been largely 
constructed at post-War prices. It is 
not at all impossible that the consistent 
doctrine of the Supreme Court may yet 
serve the general public of consumers as 
a shield, while according to the utilities 
the full constitutional protection to 
which they are entitled. 














A BALANCE 
By RUFUS 
S far as the writer is aware, 
no study of this question has 
ever been made from an eco- 
nomic point of with any 
attempt to check theories by statistics. 
Certain persons interested in their own 
welfare have emphasized some aspects 
of the problem; persons of an altruistic 
bent have emphasized others; and the 
majority of the comments made in the 
press or on the floors of Congress have 
been based on crude mercantilistic 
and imperialistic fallacies. 

In this study the economic benefits, 
real or alleged, from the possession of the 
Philippines have been set off against 
the costs, direct and indirect, and the 
conclusion is reached that the costs far 
outweigh either present or prospective 
benefits. The economic benefits fall 
into four classes: (1) a market for 
exports, (2) a source of materials, (3) 
a center of distribution for trade with 
Asia, (4) a field for investment. The 
employment of American citizens in the 
islands involves an income of negligible 
proportions, and this is more than 
offset by the payment by the United 
States of the salaries of 6,000 Philippine 
scouts and of the expenses of Filipino 
cadets at West Point and Annapolis. 
The strategic value of the Philippines to 
the United States from the military 
point of view is a question which can 


view or 


not be ignored in any discussion of the 
relations between the Philippines and 
the United States. 
Market for Ex poris 
from _ the 
Philippines 
$69, 522,000, 


Exports of merchandise 
United States to the 
in 1927 amounted to 
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including $128,000 of foreign goods 
reexported, on which American mer- 
chants made a middleman’s profit. 
The value of goods carried in American 
vessels was $45,353,000, on which 
American ship owners earned the 
freights, which probably amounted to 
about 7% of the value of the cargoes. 

The net gain on these transactions is 
harder to state. How much should 
be deducted from the invoiced values 
on account of the cost of materials and 
labor? Going back a step, how much 
profit did the producers of the raw 
materials make, and how much wages 
did their laborers earn? Even more 
important, how much profit and wages 
would these manufacturers, laborers, 
and producers of raw materials have 
made if they had been compelled to 
find a market for their goods and 
services elsewhere than in the Philip- 
pines? Only the difference, if any, 
between the profits actually made and 
the profits that might have been made 
elsewhere can properly be credited 
to the trade with the Philippines. 
Doubtless in some cases this difference 
was great, in others negligible. If the 
trade with the Philippines were wiped 
off the map to-morrow there would be 
only a slight readjustment of industry 
in the United States. A few concerns 
specializing in the Philippine trade 
might have to go out of business, but 
it is very likely that the persons 
involved might turn to other branches 
of industry, producing goods or services 
for domestic consumption or for sale 
to other countries, and make just as 
good profits and wages as they had 
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the Philippines. ‘The theory of inter- 
national trade now universally accepted 
by economists teaches that if other 
nations captured our trade with the 
Philippines, our exports to other nations 
would increase or our imports from the 
Philippines and the rest of the world 
would decrease (using the terms “ex- 
ports” and “imports” to include in- 
visible items such as services and 
investments as well as merchandise) or 
both these results would ensue, so that 
a balance would inevitably result. 
There would be an increased export 
of American goods to other countries 
than the Philippines and an unusual 
domestic production of some goods now 
imported. If, however, our trade with 
the Philippines disappeared not be- 
cause of foreign competition but be- 
cause of their inability to purchase, 
there would be no compensating in- 
crease in the rest of our trade. In 
view of the fact that our exports to the 
Philippines were in 1927 only 1.43% 
of our total exports and that our total 
exports are usually reckoned to be less 
than one-eighth of our total production, 
it is obvious that the decrease in the 
nation’s profits and wages that might 
result from losing all of the trade of the 
Philippines would be infinitesimal, al- 
though some concerns now engaged 
in that trade would suffer serious 
inconvenience, and the slight loss to the 
nation might be more than made up by 
corresponding gains. 

Moreover there is very little likeli- 
hood of our losing all of our market 
in the Philippines, even if there were a 
change of sovereignty, unless there 
should be a war between the Philip- 
pines and the United States or such 
unfriendly relations that the Filipinos 
would establish discriminating tariffs 


or refuse for patriotic reasons to buy our 


goods; and experience has shown that 
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tariffs and patriotic boycotts are not as 
a rule effective for long against the 
appeal of superior goods at attractive 
prices. The justification for this state- 
ment is apparent to any one who will 
study carefully the figures of our trade 
with foreign countries and with the 
Philippines. These statistics show 
that out of 109 foreign countries and 
colonies separately reported in our 
annual reports of foreign commerce 
in 1927, 15 foreign countries,' and 
also Porto Rico and Hawaii, each 
bought more goods from us than the 
Philippines did, and 35 foreign coun- 
tries and every one of our own other 
overseas possessions bought more in 
proportion to their population. In 
the case of nine foreign countries? 
and four United States colonies their 
imports from the United States formed 
a larger proportion of their total im- 
ports than was the case with the 
Philippines in the latest year for which 
comparative figures are available. 
Limiting the comparison to tropical 
and Far Eastern countries we find that 
out of 63 such, seven* bought more 
United States goods than the Philip- 
pines and 20% bought more in propor- 
tion to their population, while in eight® 
of them the proportion of their total 


1United Kingdom, Canada, Germany, France, 
Japan, Cuba, Italy, Netherlands, Mexico, Australia, 
Argentina, Belgium, China, Spain and Brazil. 

2 Honduras, Haiti, Nicaragua, Dominican Republic, 
Mexico, Panama, Salvador, Canada, Cuba; also 
Porto Rico, Hawaii, Virgin Islands and Guam. 

% Japan, Cuba, Mexico, Australia, Argentina, 
China, and Brazil; also Porto Rico and Hawaii. 

4Cuba, Dutch West Indies, Panama, British Hon- 
duras, Australia, Dominican Republic, British West 


Indies, Honduras, Argentina, Costa Rica, Uruguay, 
Nicaragua, Mexico, Chile, Venezuela, Salvador, 
Dutch Guiana, Colombia, Union of South Africa, 


British Malaya; also Hawaii, Virgin Islands, Porto 
Rico, Guam and Samoa. 

§ Honduras, Haiti, Nicaragua, Dominican Republic, 
Mexico. Panama, Salvador and Cuba; also Porto 
Rico, Hawaii, Virgin Islands, and Guam. 
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imports from the United States was 
greater than the Philippines. More- 
over, a comparison of the five-year 
period 1910-14 and the five-year period 
1923-27 shows that our exports to the 
Philippines have increased only 168% 
in value while our exports to the rest 
of Asia increased 373%, to Oceania 
277%, to the West Indies 167%, to 
South America 209%, and Africa 248%. 
During all this time products of the 
United States were admitted free of 
duty into the Philippines, while goods 
from other countries were required to 
pay duties averaging about 20%. 
Partly as a result of this discrimination 
the proportion of Philippine total im- 
ports from the United States rose from 
about 45% to about 60%. 

Before the Tariff Act of 1909 the 
greatest proportion of Philippine im- 
ports coming from the United States 
was 19%; for three years immediately 
preceding this Act the proportion was 


17%. Immediately after its passage 
the proportion doubled. Inasmuch as 
the Philippine tariff has not been 


changed since 1909 the later gains 
of American trade are probably due 
in large part to other causes, such as 
those which have enabled American 
exports to overcome foreign competi- 
tion in other Far Eastern markets. 

The tariff preference is not, however, 
of much consequence with respect to 
a large part of our trade with the 
Philippines, as is proved by the fact 
that we export to Japan much more of 
many kinds of goods without any 
tariff preference. Our exports to Japan 
in 1923-27 were four times as valuable 
as our exports to the Philippines, and 
four-fifths as great per capita. There 
are 327 classes of goods separately 
enumerated in the statistics of exports 
from the United States to Japan and 
only 291 classes of exports to the 


Philippines, in at least 112 of which we 
exported greater values to Japan than 
to the Philippines in both 1924 and 
1925. These are the most recent years 
for which the figures have been pub- 
lished in a form convenient for com- 
parison. The value of the goods in 
these classes in 1925 was $15,049,000 
or 22% of the total exports of the 
United States to the Philippines, which 
plainly can compete with the products 
of any other nation on equal terms. 
To these may be added some 24 other 
groups which are freely sold at present 
in foreign markets in the Far East and 
consequently need have little fear of 
foreign competition in the Philippines. 
These articles formed an additional 
18 % of the United States exports to the 
Philippines in 1925. And of course 
the other classifications of the export 
statistics include many products which 
the United States can export against 
foreign competition. Consequently it 
would be safe to assert that at least 
one-half of the United States products 
now sold in the Philippines do not 
depend on tariff preference for their 
market. 

Allowing for the rise in wholesale 
prices the actual increase in_ the 
quantity of American goods consumed 
was only between 70 and 75% in 13 
years. The low consumption of 
American goods (under $6 per capita) 
results from the low purchasing power 
of the natives, which is typical of the 
natives of tropical countries. Since 
there is very little prospect of increasing 
their individual productivity to any 
great extent, their demand for United 
States goods in the future is not likely 
to increase much more rapidly than 
their numbers. 

The population of the Islands 
increased from 7,635,426 in 1903 to 
10,350,730 in 1918, and is believed to 
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have been 11,921,600 in 1928. This 
means an annual growth of between 
1.6% and 2.0%, or a doubling in 
between 35 and 42 years, if continued. 
The density is now 104 per square mile, 
compared with 107 in the Dutch East 
Indies (exclusive of New Guinea), 
where climatic and racial conditions are 
similar. Allowing for both the increase 
in prices and the increase in population 
between 1910-14 and 1923-27, the per 
capita consumption of American goods 
increased about 55%, partly as a result 
of increased individual purchasing 
power but mainly as a result of a 
developing preference for American 
goods, which was encouraged if not 
wholly caused by the tariff. 

It is very likely that even if the 
Philippines became independent the 
United States would retain an impor- 
tant place in their markets. Trade 
that has been flowing in certain 
channels is not easily diverted, the 
Filipinos speak English more than any 
other language but their own and are 
accustomed to American fashions, their 
factories and plantations are equipped 
with American machinery, and their 
monetary and banking system is closely 
linked with ours. In the absence 
of specific discriminating legislation, 
which there is no reason to expect 
unless the Filipinos should gain their 
independence by force, American export- 
ers could still carry on a good business. 
It is possible, although very unlikely, 
that the virtual subsidy which was 
given to them by the United States 
Tariff Act of August 5, 1909, would be 
repealed; under this act and subsequent 
tariff acts all goods exported to the 
Philippines are exempt from United 
States internal revenue duties. This 
exemption amounted to about $1,677,- 
000 in 1927. Since, however, a similar 
exemption is given to all exports to 


foreign countries it is unlikely that this 
would be repealed or seriously modified. 
Congress seems convinced that selling 
goods for export at a lower price than 
that charged at home is better than 
taking a chance of not selling them at 
all. In fact, the argument for such an 
exemption is stronger in the case of 
goods exported to foreign countries than 
in the case of goods exported to depen- 
dencies, since it is always more difficult 
to shift a tax onto foreigners, and the 
attempt to do so may result only in 
losing their trade, whereas in the case 
of domestic or subject consumers it is 
possible to deprive them of any alterna- 
tive source of supply and thereby com- 
pel them to pay the tax. 

The preceding considerations show 
that, if the Philippines remained as 
prosperous after separation from the 
United States as they are now, our 
exports to them would in all likelihood 
be at least half as great as at present. 
Unfortunately it is almost certain that 
they would not be so prosperous, and 
their imports from all countries, includ- 
ing the United States, would decline on 
account of their lower purchasing 
power. The loss of their privileged 
position in our markets, and the neces- 
sity of financing their own government 
unassisted, would certainly reduce their 
ability to pay for imports. Conse- 
quently, it is to be expected that 
independence would reduce their con- 
sumption of American goods even in 
the cases where American goods can 
compete successfully with foreign 
goods. 


Source of Tropical Materials 


Imports of merchandise from the 
Philippines in 1927 amounted to $115,- 
685,000 besides a very small amount of 
foreign goods transshipped in the 
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Philippines. The value of goods 
carried in American vessels was $66,- 
681,000 on which American ship owners 
earned the freight, probably amounting 
to less than 7%. ‘These imports were 
all admitted free of duty, unless they 
contained foreign materials to the value 
20%, or were shipped 
via a third country. If they had come 
foreign country the duties 
collectible would have been more than 
$45,350,000. How much, if anything, 
would be added to the retail price if 
duties were paid, no one can tell. In 


of more than 


trom a 


other words, it is impossible to say how 
much this exemption benefits United 
States consumers or Filipino producers 
or how much the United States pro- 
ducers or the United 
States Treasury lose by it. In the case 
of sugar the cost to the American con- 
sumer is partly offset by a gain to the 
\merican producer, but the other tariffs 
affecting the Philippine trade represent 
an uncompensated loss of $22,000,000 
to either the American consumer or the 
government. It is certain that some 
of the goods would have gone elsewhere 
if the United States duty had been 
imposed. In 1927, 25% of the exports 
to foreign 
nothing to 


consumers oOr 


of the Philippines did go 


countries, and there is 
prevent them from going wherever they 
can command the best price. It is also 
certain that in many cases they could 
not command a profitable price else- 
where. 

Tobacco, cigars, and cigarettes sent 
to the United States pay the United 
States p duties, but the total 
receipts on this account ($366,000 in 
1927) are handed over to the Philippine 


This is a gratuitous sub- 


stamp 


vovernment. 
y at the expense of United States 
smokers, exports from the United 
States to the Philippines being exempt 
United States internal 
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duties and the proceeds of Philippine 
internal revenue duties levied on them 
being retained by the Philippin 
government. 

It seems obvious that self-interes; 
would cause the Filipinos to attempt to 
continue sending their goods to the 
United States unless we raised our 
tariff against them or unless com- 
munication was interrupted during a 
war. However, communication is prob- 
ably more apt to be interrupted if th 
Islands remain under our flag than if 
they are independent—in the first case 
any enemy possessing bases in the Far 
East would be certain to attack Manila, 
while in the second he might find it 
expedient to observe Philippine neu- 
trality. In either case it would be 
unwise to count on drawing any sup- 
plies from the Philippines during a wa 
in the Pacific, since the distance from 
Manila to San Francisco is over twic: 
as long as the distance from New York 
to Liverpool, and the western third of 
the route is wholly within striking 
distance of Japan or Japanese posses- 
sions. Even if the war were with some 
other power than Japan such a long 
line of communication would be hard 
to maintain. Prudence would dictate 
building up sources of supply neare: 
home. 

A large part of the Philippine exports 
to the United States would be unable t 
bear the duties imposed on foreign 
goods by the United States tariff. It 
seems certain that of the total of $115,- 
685,000 that came to the United States 
in 1927 the following would have come 
in very much smaller quantities, if at 


all: 


Coconut Oil $24, 284,00 
Coconut Meat 2,841,000 
Sugar.... 47 , 887,00 
FE mbroideries 3,853,000 
Tobacco & Cigars 4,029,000 


$82,894,000 
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Of the foregoing, the coconut oil 
might be replaced by an increased 
‘mport of copra, but the loss of a pro- 
rected market for the other articles 
would mean a direct reduction in 
exports to the United States, which, 
because of the comparatively high cost 
of production in the Philippines, could 
not wholly or even largely be made up 
by sales to other countries. This 
would be a loss to the Philippines but 
not to the United States; adequate 
supplies of these goods could easily be 
obtained elsewhere, and if necessary 
the American tariff could be reduced to 
attract such supplies. The only loss to 
the United States would be in the 
reduced purchasing power of Filipinos, 
which would affect exports to the 
Philippines, but this loss would be less 
than the gain from customs duties or, if 
the tariff were reduced, the saving to 
\merican consumers. 

3efore the Tariff Act of 1909 was 
passed, only 40% of the exports from 
the Philippines came to the United 
States; recently the proportion has heen 
about 70%. These ratios may indicate 
what would happen if all tariff 
privileges were abolished, but they are 
not conclusive, for the reason that even 
before 1909 the American tariff gave 
Philippine goods a 25% preference. In 
1927 the principal Philippine exports 
that were not almost wholly dependent 
n the United States market were ma- 
nila hemp, tobacco products, maguey, 
lumber, copra cake, copra meal, and 
hats. 

[In 1927 our imports from the Philip- 
pines were 1.85% of our total imports 
of merchandise. In that year we im- 


ported more, respectively, from China, 
Japan, India, British Malaya, Mexico, 
Cuba, Brazil, and four other countries. 
In the latest year for which compara- 
tive figures are available there were 


seven foreign countries that sent to 
the United States a larger proportion 
of their total exports than the Philip- 
pines, viz: Guatemala, Honduras, Nic- 
aragua, Panama, Colombia, Cuba, and 
Mexico; likewise Porto Rico and Ha- 
waii. During the past decade (com- 
paring five years 1910-14 with 1923-27) 
imports from the Philippines have 
increased 421%, from British Malaya 
939%, Dutch East Indies 811%, Hong- 
kong 427%, Kwangtung 3300%, Japan 
341%. These figures show that the 
foreign trade of countries and colonies 
is affected much more by their geo- 
graphical and economic conditions than 
by their allegiance. On account of 
their propinquity it is more economical 
and prudent for us to develop sources of 
tropical products in Mexico, the West 
Indies, and Central and South America 
—even in West Africa—than to at- 
tempt to build up a source over 6,000 
miles away, unless that can be done as 
a business proposition without sub- 
sidies, protective tariffs, or preferential 
freight rates. 

There are a few materials for which 
we depend mainly on the Philippines 
as a source of supply. ‘They are shown 
in the following table, with the ratio 
which imports from the Philippines 
bore to total imports of each class of 





goods in 1926 and the alternative 
sources, if any: 
( Japan 
Sawed cabinet Cuba 
woods 70.0% + Guatemala 
| Mexico 
\ Nicaragua 


Oil-cake and oil- Japan 
cake meal (co- 93 7% | Trinidad & Tobago 


conut or copra) { French Oceania 


( Ceylon 
Coconut meat, | Colombia 
desiccated or 60.2% 4 Germany 
prepared. . British Malaya 
British India 
Copra, not pre- { British Malaya 
pared 59.7% | French Oceania 


British Oceania 
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( Netherlands 
< British India 
| United Kingdom 
f Cuba 
> 1 Netherlands 
. Belgium 
England 
| Netherlands 
1 Belgium 
| Mexico 


‘Cuba 


‘igars and 
roots.. 


Cordage 


Manila or abaca. 99.6 
Buttons, pearl or 


aT 
shell 


( England 
{ Japan 
\ Italy 


89.0 


All of these except oil-cake and meal, 
copra, and manila are protected by the 
United States tariff; if this protection 
were removed it is likely that other 
countries would furnish a larger part 
of the supply except in the case of 
manila, of which the Philippines have a 
natural monopoly. It is possible that 
an independent Philippine government 
might impose an export tax on manila, 
but we could injure them so severely 
by tariff retaliations and by using 
substitutes that it is unlikely that they 
would make it very high and it is even 
less likely that they would discriminate 
against the United States. 

It was widely suggested that the 
recent British attempt at a monopoly 
of rubber could be fought by develop- 
ing rubber plantations in Mindanao. 
This would not, however, require Amer- 
sovereignty in Mindanao. Be- 
American interests that 
looked this matter have 
other more attractive and avail- 


ican 


sides, those 


into 


have 
found 


} 
able places, such as Liberia, Mexico, 


Brazil, and the Dutch East Indies. 

It has recently been stated in 
the press that the War Department 
believes that for strategic reasons de- 
velopment of rubber sources in Central 
America, Porto Rico, South America, 
and West Africa is preferable to develop- 
ment in the Philippines. The few 
existing plantations are small and all 


raise either coconuts or hemp besides 
the rubber; the largest area devoted 
to rubber is 1,625 acres. A recent 
American government commission re- 
ported that there were 1,500,000 acres 
of possible rubber land in the Philip. 
pines, but labor enough to develop only 
500,000 acres. ‘The Philippine govern. 
ment is now attempting to encourage 
rubber-growing by small farmers, as in 
the Dutch East Indies where small 
growers produce most of the crops, 
As soon as the recent American invest- 
ments in Liberia, Mexico, Yucatan, 
and the Dutch East Indies result in 
bearing trees there will be no more 
danger of a rubber monopoly. The 
recent downward course of rubber 
prices bears out this statement. 


Distribution Center for Asiatic Trade 


It was hoped, when the United 
States first took the Philippines, that 
they would be a valuable trading out- 
post for our trade with China and 
other Far Eastern countries. ‘This 
hope has not materialized. Although 
the amount of United States goods 
sent to China, et cetera, via the Philip- 
pines is not separately stated in either 
the United States or Philippine statis- 
tics of foreign trade, it is possible by a 
process of comparison to be certain 
that the total value of United States 
goods sent to all Asiatic countries from 
the Philippines did not exceed $581,000 
in 1924, $1,000,000 in 1923, and $1,420,- 
000 in 1922. There is no reason to 
believe that the actual amounts any- 
where nearly approached these maxi- 
mum sums. As a matter of fact, 
since the steamship service from the 
United States to Japan and China is 
better than that to the Philippines, or 
from the Philippines to those coun- 
tries, there is no advantage in routing 
goods via Manila. 
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Hongkong and Shanghai have a 
oreat advantage over Manila in the 
trade with China in that it is possible 
to transfer goods directly from the 
transoceanic steamers to small coasting 
. river vessels or to land vehicles in 
which they can be carried to their 
destination, whereas Manila is over 
600 miles away across a stormy sea. 
Hongkong and Shanghai also have 
easier access to sources of fuel. In 
recent years there have been more 
Americans engaged in business in 
Shanghai than in Manila. 

An important fact not generally 
realized is that by the shortest route 
Manila is 172 miles further from San 
Francisco than is Hongkong, and 834 
miles further than Shanghai; Manila is 
243 miles further from Seattle than 
Hongkong and g21 miles further than 
Shanghai. Evenon the southern route, 
via Honolulu, the distance to Manila is 
nly go miles less than to Hongkong 
and is 437 miles greater than to 
Shanghai. The commonly used Mer- 
cator maps give a very false impression 
of relative distances. Manila is, how- 
ever, fairly well situated for trade with 
the Dutch East Indies and French 
Indo-China in the case of goods that 
can be transshipped without too great 
ost. Possibilities for trade of this 
rt seem to be slight and are at present 
liminishing. In recent years the ports 
t Cebu, Iloilo, Jolo and Zamboanga 
have been increasing in importance in 
loreign trade, for the reason that it is 
cheaper in many cases to ship goods 
directly to and from them instead of 
via Manila. In fact, exports of Philip- 
pine products are shipped directly 
irom some 20 smaller ports, not ports 
! entry, for the same reason. This 
ndicates that transshipment at Manila 
nas disadvantages even for trade with 
near-by islands and presumably still 


greater disadvantages for trade with 
foreign countries and possessions. If 
the United States coastwise laws were 
extended to the Philippines, as has 
been so often proposed, all hope of 
developing a transshipment trade to 
foreign countries and colonies would of 
course be destroyed. 

The further suggestion has been 
made that factories or mills established 
under American auspices could produce 
goods in the Philippines for export to 
near-by countries. In so far as these 
factories might make up native raw 
materials this is a reasonable proposi- 
tion, but if they are to use United 
States or other foreign materials it is 
hard to see how they can compete with 
China or Japan, where labor is either 
cheaper or more skillful and where coal 
is available and the climate better 
adapted to industry. In any case, if 
they succeeded in producing, say, cheap 
textiles, they would by that much cut 
down the market for the same goods 
produced in the United States and now 
sold in the Far East, so that the benefit 
to the United States would be hard to 
see. 

It is said that if Japan got control 
of the Philippines the United States 
would be cut off from China. This, of 
course, would be true in time of war; it 
would be equally true even if Japan did 
not possess the Philippines, because 
there is a perfect screen of Japanese 
islands at present, extending from 
Japan to the equator. 


Field for Investment 


The Philippines have attracted con- 
siderable American capital and may do 


so in the future. The present status is 
unsatisfactory, United States investors 
not caring to undertake the risks of an 
insurrection or of sabotage. The fact 
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that the Islands were independent or 
under a foreign flag would not necessarily 
deter American investors. At the pres- 
ent time there is no less than $12,555,- 
000,000 of United States capital 


invested in industries in foreign lands, 
including over $1,000,000,000 in Asia 
and $4,652,000,000 in Latin America. 
It is not the sovereignty that counts, but 
the prospects of profit combined with 


reasonablesafety. Of course,a country 
disturbed by riots or in which» for- 
eigners are arbitrarily taxed is? dis- 
couraging to investors; and,#if it is 
certain that the Philippines can not 
maintain a stable government or will 
discriminate against Americans, Amer- 
ican capital will not go in. However, 
the world is wide, and good investments 
can be found elsewhere, as for exam- 
ple, Firestone’s recent acquisitions in 
Liberia and Yucatan. But there is no 
reason to believe that an independent 
Philippine Government would discrimi- 
nate against American capital, since to 
do so would be contrary to their own 
economic interest. 

The Finance and Investment Divi- 
sion of the Department of Commerce 
prepared four or five years ago an esti- 
mate of American investments in the 
Philippines, which has been partly 
revised by the Bureau of Insular Affairs. 
[t is as follows: 


Philly f yovernmer 


pine 4 
Municipal bonds 
Manila Railroad b 


Philippine Railway 


l'rading concer 


Miscellane: Us 


The income from these investments 
is probably around $7,000,000 or 
$8,000,000. No can say how 
much more or less the same amount of 
capital would have yielded if invested 


one 


elsewhere or how investment would be 
affected by independence. The tax. 
exempt feature of the municipal and 
insular bonds makes them worth more 
to the holder, but this gain is at the 
expense of the United States Treasury 
while the benefit accrues to the Philip- 
pine Treasury. This is another con- 
cealed subsidy and amounts to over 
$300,000 per annum. In addition to 
the value of the tax-exempt feature it 
is, of course, certain that the Philippine 
government would have to pay a high 
rate of interest to attract American 
investors if they were a foreign country. 
In fact their bonds are practically 
guaranteed by the United States gov- 
ernment. By virtue of these circum- 
stances the Philippine people save 
about $3,000,000 a year in interest 
on their bonds, while the United States 
assumes a contingent liability which 
can not be expressed in figures. 

If the United States withdrew from 
the Philippines there would be a moral 
obligation to continue this guarantee on 
outstanding government and municipal 
bonds, so that the greater part of these 
investments would be safe. Invest- 
ments in purely local enterprises, es- 
pecially sugar, tobacco, and copra, 
would be severely injured and might 
become worthless. It is not thought 
however, that this fact imposes any 
obligation on the United States, since 
these investments were in no way 
guaranteed; the case is analogous to 
tariff reductions affecting so-called 
‘vested interests.” 


Strategic Value 


The strategic value of the Philippines 
in case of a war with Japan has been 
much stressed by some persons. Theré 
is a difference of opinion among mili- 
tary men on two points: First, could th 
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Philippines be held against attack? 
Second, could they be of assistance to 
the United States in the defense of 
Hawaii and the Pacific Coast? The 
first point is of purely academic interest. 
Conceding that the Philippines could 
be made impregnable by providing 
proper armament and garrisons, it is 
yet a practical certainty that Congress 
would not authorize the necessary 
expenditures or that, if one Congress 
should do so, subsequent Congresses 
would allow the garrison and equipment 
to run down. Moreover, the Naval 
Limitation Treaty of 1921 forbids us to 
increase our fortifications or establish 
new bases on the Islands at least until 
1936. In their present state few mili- 
tary or naval men would maintain 
that they could be long defended, 
although some believe that Corregidor 
could be held until relief arrived. In 
discussing this point I do not wish to 
argue that there is any real reason to 
expect such a war. It would be disas- 
trous to both nations, no matter which 
won. But it is obvious that the possi- 
bility of such a war’s occurring would 
be much less if the United States did 
not possess a colony so near Japan as 
the Philippines, since there would be 
less possibility for jingoes in either 
nation to stir up false alarms. 

As to the second point, it is not ordi- 
narily considered good strategy to 
establish an outpost behind the enemy 
base, but that is exactly the position 
of Manila with respect to Japan. The 
shortest route to Manila passes within 
150 miles of Yokohama, and every 
other feasible route passes within 200 
miles of a Japanese colony or mandate. 
Many of these Japanese possessions 
contain harbors that could be used by 
submarines or airplane carriers. 

In his evidence before the Senate 
Committee on Territories and Insular 


Possessions on March 1, 1924, Secre- 
tary of War Weeks states, “I want to 
make this quite clear ... that if I 
were going to view this question 
entirely from military or other benefits 
to the United States I would say, ‘let 
the Philippines go.’” He _ believed, 
however, that the United States should 
maintain a base for naval and commer- 
cial operations in the Far East. 
According to the testimony of General 
MacIntyre and Admiral Jones the 
maintenance of such a base, even if 
compatible with Philippine indepen- 
dence, would cost as much as or more 
than the present status. Such a base 
might be convenient for military 
operations in China. It is doubtful 
whether it would be of any value to the 
United States trade or important to 
United States prestige. Our trade with 
Europe and the southern part of South 
America, as well as our prestige in 
those regions, is very satisfactory, 
although we have never had naval 
bases there. Moreover, we maintained 
gunboats in China before we ever 
owned the Philippines. In case of 
intervention in China the large volume 
of our trade with that country would 
give us ample ground on which to insist 
on being allowed to participate, even 
if we had no territory nearer than 
Alaska and Hawaii, and if other 
countries maintain guards in Pekin 
and Shanghai we can do so as well. 


Summary of Costs of Occupation 


The cost of our occupation of the 
Philippines is very hard to reckon, 
since a large part of the expenditures 
of the army there would be required 
even if the army were located in the 
United States and also because some 
expenses are incurred in the United 
States which would not be necessary if 
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the Philippines were not under our 
flag. Another very important con- 
sideration is the amount of revenue 
lost by the United States government 
and the amount of Philippine taxes 
paid by United States citizens by reason 
of the privileges granted to the Philip- 
our customs and _ internal 
revenue laws. Still another question 
is whether the purchase price and the 
cost of subduing the insurrection should 
be included and whether interest should 
be reckoned on these expenditures. 
According to the Chief of the Bureau of 
Insular Affairs, annual disbursements 
of the army and navy in the Philippines 
in recent years have been around 
$12,000,000, but only the cost of the 
Philippine Scouts ($2,000,000) was 
properly chargeable to our possession 


pines in 


of the Islands, since the other items 
would continue even if the United 
States withdrew. To this sum he 
added pensions, retirement pay, et cet- 
era, of Philippine citizens and the 
amount of United States internal 
revenue duties turned over to the 


Philippine treasury. He stated, how- 
ever, that “if we should retain in the 
islands a naval and commercial base, 
there would probably be no saving.” 
The average annual appropriations by 
Congress on account of the Philippines 
in recent years have been as follows: 


1906-1914 $2,736,570.30 
1914-1919 2,181,476.50 
1919-1924 1,943,106.50 
1924-1929 1,827,351.50 


These amounts do not include appro- 
priations for “insular possessions” in 
general, of which a large part was 
available for the Philippines, nor the 
ordinary expenses of army and navy 
forces stationed in the islands. How- 
ever, the expenses of the Bureau of 
Insular Affairs are included so far as 
they are covered by specific appropria- 





tions, since the greater part of the work 
of this Bureau has to do with the 
Philippines. 

To these appropriations must be 
added the sums annually paid to the 
Philippine treasury, representing the 
proceeds of United States internal 
revenue stamps on tobacco imported 
from the Philippines. These sums 
ranged from $258,097.63 in 1916 to 
$1,425,283.67 in 1920 and have aver- 
aged annually, since the latter date, 
$705,678. 

Customs duties on goods imported 
from the Philippines are turned over 
to the Philippine government. Since 
1909 they have been unimportant: 
about $60,000 in 15 years. They 
amounted to a total of $3,650,000 in 
the eight years 1902-1909, to which 
must be added the benefit received by 
Filipino exporters from the fact that 
their products were taxed 25% less 
than competing foreign products. 
This is incapable of exact measurement, 
but did not exceed $1,200,000 and may 
not have been even that much of a 
burden to American consumers. Since 
1909 Philippine goods have paid no 
duty, with the theoretical exception of 
rice which has been exempt since 1913, 
and goods made of foreign materials. 
The duty imposed on the same quantity 
of similar goods from foreign countries 
in 1927 would have been over $45,350,- 
000 which may be regarded as partly a 
subsidy to Filipino producers, partly a 
relief of taxes to the American con- 
sumer, and partly a withdrawal of 
protection from the American producer. 
It seems likely that the increased cost 
to the American consumer of Philip- 
pine products which are not produced in 
the United States was about $22,000,- 
000 in 1927. 

Philippine government and munici- 
pal bonds are wholly exempt from 
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United States income tax. The value 
of this exemption to the Philippines is 
over $300,000 a year; the loss of 
revenue to the United States may be 
less but it is probably more than that. 
In addition to the direct value of the 
tax exemption the Philippine people 
save at least $3,000,000 in interest 
because of their improved credit 
derived from being under the United 
States flag. 

Exports to the Philippines are 
exempt from the United States internal 
revenue duties. This exemption 
amounted to about $1,677,000 in 1927. 
Possibly it should not be regarded as a 
cost of possessing the Philippines, most 
exports being similarly exempt when 
sent to foreign countries. It does, how- 
ever, put the Filipinos in a favored 
position when compared with American 
citizens, since the proceeds of the only 
taxes they pay go wholly to the support 
of their local government, while Amer- 
ican citizens have to contribute to 
their states and to the federal govern- 
ment in addition. 

It is evident at any rate that the 
annual cost of the Philippines to the 
American taxpayer is at least $26,000,- 
000, not including interest on the 
purchase price and cost of conquest. 
The Bureau of Insular Affairs has 
stated that the total cost to the United 
States Treasury up to 1924 was about 
$505,000,000, or $19,000,000 a year, 
again excluding interest and making 
no allowance for tariff preferences, 
but of course the expenditures during 
the insurrection were higher than now. 
How much should be added to cover the 
increased military and naval establish- 
ment required by the colonial policy 
and the consequent hostility of foreign 
nations no one can say. It must be 
enormous as is plainly shown by two 
onsiderations: First, the chief pre- 
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text for ill-feeling with Japan is our 
possession of the Philippines; second, 
the chief reason for our disagreement 
with Great Britain concerning the 
tonnage of cruisers required for our 
defence is the necessity of having large 
enough bunker capacity to travel freely 
between Hawaii and the Philippines. 
There are also some extra expenses 
incurred by our consular and diplo- 
matic services because of the necessity 
of protecting Filipino interests abroad. 
If accounts were drawn up on a strictly 
business basis the United States govern- 
ment would have to charge the Philip- 
pines annually with about $800,000 as 
interest on the purchase price, and at 
least $10,000,000 as interest on the 
cost of conquest (after the end of the 
war with Spain). These costs were 
met originally by bond issues in part, 
but can not be separated from the 
general debt. 


Summary of Gains to the United States 


The pecuniary benefits to the United 
States from control of the Philippines 
are briefly summarized in the following 
paragraphs. ‘These are benefits to the 
United States citizens or corporations; 
the benefits to the United States 
government and to citizens not di- 
rectly interested in the Philippines can 
not be stated in money. The govern- 
ment gets a small share (not over 
10% on the whole) of the increased 
income of its taxpayers, and each 
citizen benefits theoretically by the 
prosperity of his neighbors and those 
with whom he has business relations. 
Unfortunately the distribution of bene- 
fits is in no way correlated with the 
distribution of costs. The expendi- 
tures of the government certainly ex- 
ceed its tax receipts, and, while some 
people profit by importing and export- 








22 


ing to the Philippines, other equally 
estimable citizens suffer from the com- 
petition of Philippine goods or have 
to pay more for their own purchases in 
order to protect the Philippine trade. 
Consequently, the net benefit of the 
Philippines to the United States, aside 
from the dubious strategic value, seems 
to be limited to the few persons who 
have direct connections with the Philip- 
pines. 

Commercial profits: The net profit on 
exports to the Philippines is somewhere 
between zero and $3,000,000, taking 
into account the profit which might 
have been made by selling these goods 
elsewhere. Similar calculations would 
disclose net profits on imports from the 
Philippines to be probably somewhere 
between zero and $2,000,000. Freight 
charges earned by American vessels 
certainly did not exceed $10,000,000, 
from which the usual deduction should 
be made for wages, interest, et cetera, 
and for possible earnings elsewhere. 

Profits from investments: The total 
American capital invested in the Philip- 
pines is reckoned to be about $152,000,- 
000, of which $68,000,000 are in tax- 
erempt government bonds. ‘There is 
nothing to prevent American invest- 
ment in the Islands if they were 
independent, although in that case the 
amount of tax-exempts would decline, 
and on account of United States sover- 
eignty the investors in bonds are con- 
tent with much less interest than they 
would otherwise require. Investors in 
sugar and other protected industries 
gain by access to the protected Amer- 
ican market, but what they gain is at 
the expense of American consumers, 
producers, or taxpayers. Under the 
present tariff it is likely that their net 
gain from United States sovereignty 
does not exceed $2,000,000, assuming 
that their property would not be de- 
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stroyed by an independent government 
and that anarchy would be avoided. 

Profits from personal service: It was 
reckoned that the 484 Americans jn 
government service and the three or 
four thousand other Americans receiy- 
ing salaries in the Philippines did not 
average over $3,000 apiece. Doubtless 
if they were working at home they could 
earn at least $2,500 on the average. 
Some of them would still be employed 
under an independent government. 
Assume that 3,000 would leave and 
lose $500 apiece on an average, the 
total loss would be $1,500,000. 

The total gain from United States 
sovereignty to all classes of United 
States citizens adds up to less than $10,- 
000,000 a year, which represents all the 
economic gain susceptible of numerical 
expression, including some that is made 
at the expense of other Americans. 
The potential value of the Philippines 
as a source of rubber and the possible 
danger of interference with the supply 
of manila hemp, coconut products, and 
pearl buttons can not be even approxi- 
mately expressed in dollars, depending 
as it does on so many hypothetical 
factors. On the whole it would seem 
that the occupation of the Philippines 
brings no additional income to the 
United States Treasury but subjects it 
to an annual charge of at least $4,000,- 
ooo—nearer $15,000,000 if interest on 
the cost of acquisition is included—but 
the saving to the Treasury from letting 
the islands go would not exceed $4,000,- 
ooo and would be much less than that 
if a naval base were retained in Manila 
harbor. 


Benefit to Filipinos 


The citizens of the Philippines benefit 
much more than the Americans. ‘They 
have a privileged position in our market, 
are relieved from all expense in connec- 
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tion with external matters, are exempt 
from our immigration laws, and many 
f them are on the United States 
pay-roll. The value of these privileges 
is roughly as follows: 


Tariff privileges..... $25,000,000 to $45,000,000 
Pay and allowances of Philippine 
Sconts.. causa iat casas 2,000,000 


Other expenditures of army or navy 


in the Philippines........... 10,000,000 
Other Filipinos in U. S. employ, 
pay, and allowances............ 2,200,000 


Earnings of Filipinos in U. S. and 
Hawaii, above what they could 
earn at home (56,000 at $100 
each) 5,600,000 


Proceeds from U. S. internal 


POVORME ci5.ccdnnls os eee eee A 700 , 000 
Value of exemptions from U. S. 

INCEPHAD FOV OUIGS 60 '6.55.56.ccee vies I, 500,000 
Value of exemption of bonds from 

specced GAR. isc ic sala a eaaee evo 300, 000 
Value of implied guarantee of bonds 3,000,000 


700, 000 
$71,000,000 


MiaCGSEEOUS... 6 ic5 sb ee xe bao n'e 
TOR en eee eae 


The actual increase in the income of 
Filipino citizens because of tariff 
privileges and United States govern- 
ment employment is of course impos- 
sible to ascertain exactly, but the lowest 
possible estimate of the total benefit 
received by them is $40,000,000 which 
is one and one-half times the total 
amount now raised by taxation in the 
Philippine Islands. About $17,000,000 
of this is received in such form as to 
permit the Philippine government to 
avoid otherwise necessary increases in 
taxation; the remainder ($23,000,000 
or more) is received by individuals or 
business concerns. 


Conclusion 


The value of American occupation to 
the Filipinos is very great, very likely 
greater than the total cost to the 
American taxpayers, except the extra 
naval expenditure they occasion, but 
it is a question whether Americans 
desire to be taxed to benefit Filipinos 
and whether it is socially desirable or 
morally right that they should be. 
It is at least certain that, if the United 
States tariff were applied to imports 
from the Philippines, the producers of 
embroideries, furniture, coconut oil, 
pearl buttons, sugar, and cigars would 
be very seriously injured; and, if the 
American army were withdrawn, not 
only the natives enrolled in the Philip- 
pine Scouts but also a large number of 
merchants and others would lose their 
principal means of livelihood. On the 
other hand, withdrawal would mean an 
annual saving to the United States 
government of at least $4,000,000 in 
addition to a sum many times as large 
saved from naval expenditures and a 
still further saving of approximately 
$22,000,000 annually to the American 
consumers of Philippine products other 
than sugar. It seems obvious that so 
far as material advantages are con- 
cerned not only is the present arrange- 
ment much more beneficial to the 
Philippines than to the United States, 
but also the cost to the United States 
far exceeds the commercial benefit 
derived or likely ever to be derived. 














CONFLICT IN LEGISLATION RESPECTING 


RAILROAD RATES 


IT’ 


By KENNETH F. BURGESS 


Interpretation and Application of the 
Joint Resolution by the Commission 


HE general investigations into 
the freight-rate structure, which 
the Commission was directed to 

inaugurate by the Hoch-Smith Resolu- 

tion, constitute the most elaborate 
series of hearings conducted by the 

Commission in the forty-two years of 

its history. In respect to the rates on 

grain and grain products alone, formal 

hearings have been held occupying a 

combined period of 46 weeks, the 

record consisting of 55,000 pages of 
transcript and 2,106 exhibits.? Similar 
hearings, not much less extensive in 
their character, have been conducted 
in respect to such other commodities as 
livestock, cottonseed, hay, furniture, 
petroleum, iron and steel articles and 
class rates in Western Trunk Line 
territory. The scope and nature of 
these investigations have been such 
as to constitute vigorous demands 
upon the time and attention of carriers 
and shippers as well as of the Commis- 
sion itself. Since only a small portion 
of the many commodities transported 
by railroad have thus far been made the 
subject of investigation, the mandate 
of the Resolution doubtless foreshadows 
an indefinite continuance of investiga- 
tions of a similar character. That 
such investigations could not lawfully 
have been undertaken by the Commis- 


1 The first part of this article appeared in the July 
number of the Revtex 
2 Forty-Second Annual Report of Interstate 
Commerce Commission, December 21, 1928, p. 66. 


sion prior to the adoption of the 
Joint Resolution has already been 
asserted by at least three members of 
the Commission.? 

At this writing only two investiga- 
tions involving industrial commodities 
have been completed to the point of 
decision by the Commission, but in 
numerous proceedings initiated on for- 
mal complaint the Commission has 
given effect to its interpretation of 
certain of the provisions of the Joint 
Resolution, generally with the result 
that freight rates have been reduced or 
that proposals of the carriers to increase 
freight rates have been required to be 
cancelled. In many respects the Com- 
mission’s assertions as to what the 
Joint Resolution means, or should 
mean, are at variance with its decisions 
in particular cases. In its larger as- 
pects there undoubtedly exists in the 
regulative mind the thought that the 
Joint Resolution has in some manner 
modified the Transportation Act, or at 
least temporarily relieved the Commis- 


sion of carrying out the mandate of 


Section ISa. 

It was early asserted by the Commis- 
sion that the Joint Resolution “set no 
new standard of lawfulness, but pro- 
vided in effect that to the extent that 
there are flexible limits to our discre- 
tion, we shall require the maintenance 
of the lowest rates falling within those 


3 Grain and Grain Products, 122 1. C. C. 235, dissent 
ing opinion of Commissioner Aitchison, in which 
Commissioners Woodlock and Taylor joined, where, 
p. 276, is cited Siler v. Louis. & Nash. R. R. Co., 
213 U.S. 175. 

24 
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flexible limits.”* The last phrase refers 
to the direction of Congress in respect 
to rates on products of agriculture 
affected by the depression. Even as to 
such rates the Commission declared 
that they “must in principle be high 
enough to cover all of the cost that may 
fairly be allocated to the service, plus at 
least some margin of profit.” This 
statement was repeated in a subsequent 
decision with the explanatory addition 
that the phrase “‘in principle” was used 
“because only rarely is definite informa- 
tion available as to such cost, and in 
practice rates must often be fixed 
largely by comparison with other 
rates.’ In addition, the Commission 
said, “Other sections of the Interstate 
Commerce Act must also be borne in 
mind in determining the lowest lawful 
rates in a particular situation.”* The 
Commission also has declared that the 
term “lowest possible lawful rates” 
did not mean rates which barely 
escape being confiscatory in violation 
of the Fifth Amendment to the Federal 
Constitution. It said: 


While confiscatory rates are unlawful, it 
does not follow that all rates which escape 
confiscation are lawful. As we construe 
the Resolution it does not prevent increased 
rates on all livestock or on all products of 
agriculture which are above the point of 
confiscation. ® 


In this the Commission seems to 
have had in mind the concept fre- 
quently recognized by the courts that 
the term ‘‘reasonable rates” means 
something different from “non-con- 


‘Grain and Grain Products, 122 I. C. C. 235, 264. 
In this the Commission obviously had in mind the 
phrase employed by the Supreme Court, i.e., “the 
flexible limit of judgment which belongs to the power 

fix rates.” Atlantic Coast Line v. No. Carolina 
Corp. Comm., 206 U. S. 1, 26. 

* American Nat'l. Livestock Ass'n. v. A. T. & S. F. 
Ry. Co., 122 I. C. C. 609, 617-618. 

* Revenues in Western District, 113 1. C. C. 3, 13. 





fiscatory rates.”’ ‘The Commission did, 
however, construe the Joint Resolution 
as preventing new general increases in 
rates on the products of agriculture, 
including livestock, and the carriers 
were admonished not to propose such 
increases. This admonition was re- 
peated shortly afterwards in slightly 
different language.® A year later, in 
dealing with increases in grain rates in 
the Northwest proposed by the carriers 
in part for the purpose of removing 
unjust discrimination, the Commission 
found that they were not justified and 
should be cancelled. Four of the Com- 
missioners dissented, one of them in- 
ferring that the majority had inter- 
preted the Joint Resolution as declaring 
a “‘moratorium” as to certain sections 
of the Act.!° 


Effect upon Statutory Provision for a 
Fair Return 


Meanwhile the petition of the carriers 
in the Western District for an increase 
of 5% in their freight revenues, on the 
ground that they were failing under the 
existing rate structure to approximate 
the “fair return” contemplated by 
Section 15a of the Act, had been 
denied. The Commission in a unani- 
mous decision declared that the carriers 
had failed to demonstrate an “urgent 
necessity” and that “‘so far as the 
major portion of the Western District 
is concerned, no financial emergency 





7 Union Pacific R. R. Co. v. P. U. C., 95 Kans. 604, 
148 Pac. 667; M. St. P. & S. S. M. Ry. v. Railroad 
Commis., 136 Wisc. 146, 116 N. W. 905,17 L. R. A. N. 
S. 821; Detroit @ M. Ry. Co. v. Michigan R. R. Com- 
mis., 171 Mich. 335, 137 N. W. 329; Ratlroad Commis. 
of Texas v. Houston @ T. C. R. R., 90 Tex. 340, 38S. 
W. 750; Railroad Commis. of Texas v. Weld & Neville, 
96 Tex. 394, 73 S. W. 529; Southern Pacific Co. v. 
Board of Railroad Commissioners, 78 Fed. 236. 

8 Revenues in Western District, 113 1. C. C. 3, 39. 

® Minnesota-Dakota Transit Millers v. A. A. R. R. 
Co., 118 I. C. C. 585, 596. 

10 Grain and Grain Products, 122 I. C. C. 235, 275. 
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exists.”!! The Commissioner, who had 
conducted the extensive hearings on 
which this decision was based, later 
testified before a Senate Committee 
that in his judgment the Hoch-Smith 
Resolution unquestionably prevented 
the increase of 5% in these rates.'* In 
the decision itself the Commission 
had denied the contention that the 
Joint Resolution repealed Section Ifa 
of the Interstate Commerce Act, point- 
ing out that the direction of Congress 
that due regard should be given “to 
the maintenance of an adequate system 
of transportation” was an expression 
similar to that used by the Supreme 
Court of the United States in upholding 
and declaring the purpose of Section 15a 
of the Act." 

If, however, the testimony before the 
Senate Committee reflects the motive 
upon which the Commission acted in 
denying the petition for increased rates, 
it seems to be proof that the Commis- 
sion in actual practice has construed 
the Joint Resolution as changing or 
modifying the provisions of Section 1§a. 
That section defined what Congress 
considered was necessary in order to 
‘* adequately sustain all of the carriers.” 
It was that the aggregate rates should 
provide “‘a fair return” on the aggre- 
gate value of railroad property and that, 
in determining the percentage which 
would constitute a fair return, con- 
sideration should be given “to the 
transportation needs of the country 
and the necessity of enlarging such 

1t Revenues in Western District, 113 I. C. C. 3, 37. 

12 Commissioner Clyde B. Aitchison testified: “I 
would say this, that the effect of the Hoch-Smith 
Resolution, in my judgment, unquestionably pre- 
vented an increase of 5% in the rates in the Western 
District.” Hearings on Confirmation of John J. 
Esch to be a Member of the Interstate Commerce 


Commission, before Committee on Interstate Com- 
merce of the United States Senate, Feb. 23, 1928, 
Committee Print, p. 199. 


13 Revenues in Western District, 113 1.C.C. 3, 11-12. 





facilities in order to provide the people 
with adequate transportation.”’!4 

The Supreme Court in the cases 
cited in the previous footnote had 
said, “‘The new Act seeks affirmatively 
to build up a system of railways 
prepared to handle promptly all of 
the interstate traffic of the country,” 
the aim being “to give the owners of 
the railways an opportunity to earn 
enough to maintain their properties 
and keep them in such a state of 
sufficiency that they can carry well 
this burden.” If the terms of the 
Joint Resolution prompted the Com- 
mission to find that there was “no 
urgent necessity”? and that “no finan- 
cial emergency exists,” it must be 
that the Joint Resolution was construed 
as providing some other measure for a 
rate level which would be “compatible 
with the maintenance of adequate 
transportation service.” In _ other 
words, something different from the 
earning of a “fair return” on the 
aggregate value of property had be- 
come the test. 

The proposition that the Joint Res- 
olution in some wise modified the 
concept of Section I5a as to what 
return would be necessary in order to 
insure the adequacy of transportation, 
both for the present and for the future, 
seems also to have been the _ back- 
ground for the decision reducing rates 
on deciduous fruits from California to 
eastern destinations. In California 
Growers’ &F Shippers’ Protective League 
v. So. Pac. Co., 100 I. C. C. 79, decided 
in 1925, a Division of the Commission 
had found these rates to be neither 
unreasonable nor unduly prejudicial, 


14 Wisconsin R. R. Commis. v. C. B. @ Q. R. R., 257 
U. S. 563, 585; New England Divisions Case, 261 
U. S. 184, 190; Dayton-Goose Creek Ry. Co. v. Unsted 
States, 263 U. S. 456, 478. See also Revenues 1) 
Western District, 113 1. C. C. 3, 12. 
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reciting that the Joint Resolution which 
had been approved during the pendency 
of the proceeding, had been given 
consideration in reaching the result. 
The decision recited the fact that for 
the nine months ending September 30, 
1923, carriers in the Western District 
had averaged but 4.35% on a valuation 
related to that which the Commission 
had previously used in Increased Rates, 
1920, §8 I. C. C. 220, and that for the 
entire country the return had been 
5.27%. It found that the carriers 
principally handling the traffic were not 
earning as much as the fair return of 
5.75%.!® A petition for reconsidera- 
tion of this decision was denied by 
the Full Commission on March 2, 
1926. 

Thereafter a new complaint was filed 
by the same association complaining 
of the same rates, and with seven of 
the eleven Commissioners participating 
in the decision the Commission reduced 
the rates, prescribing a level which it 
defined as ‘‘the lowest possible lawful 
rates compatible with the maintenance 
of adequate transportation service and 
necessary to promote the freedom of 
movement by defendants of the speci- 
fied products of agriculture, now 
affected by existing depression in agri- 
culture.”!6 One of the Commissioners 
dissented and three concurred specially 
in the result. The three who joined in 
the majority opinion, dealing with the 
matter of the rate of return and the 
compatibility with the maintenance of 
adequate transportation, stated that 
“while all of the defendants who 
handled the bulk of the deciduous 
fruit traffic have not as yet made the 
fair return, their present financial con- 
dition is relatively strong.” ‘They said, 


* 100 I. C. C, 79, 95. 
'® California Growers’ G& Shippers’ Protec. League v. 
So. Pas. Co., 129 1. C. C. 25, 57. 
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“Tt seems clear that the reduction 
requested, if granted, would not affect 
the maintenance of adequate trans- 
portation service.’” The carriers as- 
serted that this reduction in rates 
would cost them in excess of $3,000,000 
a year, but the Commission on their 
petition for further consideration af- 
firmed the previous decision reducing 
the rates. One of the Commissioners, 
who had previously concurred with the 
majority and by a separate opinion 
had stated that he was in doubt as to 
the reasonableness of the rates but 
believed it his duty to give the com- 
plainant the benefit of the doubt 
because of the Hoch-Smith Resolution, 
changed his vote on reconsideration, 
stating that he had become convinced 
that even in the light of the Hoch- 
Smith Resolution the rates were not 
unreasonable.'® 

These decisions enforce the conclu- 
sion that the Commission has adopted 
the view that the standard of what 
rates are compatible with the mainte- 
nance of adequate transportation under 
the Joint Resolution is different from 
the fair return which had been adopted 
as the standard under Section 1§a of 
the Act. Thus in spite of the failure 
to earn the fair return it was found that 
the present financial condition of the 
carriers was “relatively strong” and a 
large body of rates was reduced with- 
out in any wise providing a method by 
which the carriers could recoup the loss 
in revenue thus suffered. Prior to the 
approval of the Joint Resolution, the 
Commission in dealing with grain rates 
in the Western District, which it 
declined to further reduce, had ad- 
vanced as one of the reasons the fact 
that the carriers were receiving less 
than the fair return to which they 





@ 296 1, CC. a6, €5. 
18 Commissioner Eastman, 132 I. C. C. 582, 584. 
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were entitled under their constitutional 
rights entirely independent of Section 
15a.'9 In a later case involving the 
same subject-matter it found a con- 
tinuing failure to make a fair return 
and while asserting that its conclusion 
that the grain rates were not unreason- 
able was not based solely upon this 
ground, this was employed as one of the 
considerations.*° In its annual report 
to Congress for 1926, the Commission 
also stated that railway net earnings 
appeared more satisfactory in the East 
and South than in the West.?! 

These considerations lead to the 
conclusion that the Commission has in 
mind a different standard as to the 
general level of rates necessary for the 
maintenance of an adequate system of 
transportation, because of the Hoch- 
Smith Resolution, than it had enter- 
tained prior thereto. 


Depression in Industry—Its Effect 


Another aspect of the Resolution 
which has been the subject of some 
controversy is the extent to which the 
Commission may inquire into the exis- 
tence of a depression in respect to 
particular products of agriculture. 
The Commission early stated that the 
Resolution indicated that not all prod- 
ucts of agriculture might be affected 
by depression and that the Resolution 
called for a determination by the 
Commission as to what products were 
so affected. It stated that it would 
not be a reasonable construction to 
hold that the Resolution conclusively 
the continuance of the 


presumed 
which Congress had in 


depression 


18 Kansas Public Utilities Commission v. A. T. & 
S. F. Ry. Co., 83 1. C. C. 10s. 

20 Rates and Charges on Grain and Grain Products, 91 
Cc. C. sos, 364. 

21 Fortieth Annual Report of Interstate Commerce 


Commission 1926, p. 4. 


mind at the time of its passage and 
also that to presume conclusively the 
existence or continuance of a depression 
in respect to all products of agriculture 
would result in undue preference to 
some commodities in violation of provi- 
sions of the Interstate Commerce Act 
and the first paragraph of the Resolu- 
tion itself.*? 

The constituent elements necessary 
to constitute a depression are not, 
however, so clearly defined. Proof of 
past losses and a failure to recoup 
them entirely has been accepted as 
evidence of a continuing depression,” 
although in respect to the right of 
carriers to recoup under present rates 
for past losses the Supreme Court has 
clearly held that this may not be done. 
In the first California fruit case, where 
a reduction in rates was denied, the 
Commission stated that the evidence 
showed a freedom of movement and 
also failed to demonstrate that un- 
favorable financial conditions of the 
industry were likely to continue or 
that they were due in any great measure 
to the rate structure.?> In the second 
California fruit case, wherein the same 
rates were reduced to what was defined 
as ‘‘the lowest possible lawful level,” 
it was found that “‘the depression in the 
deciduous fruit industry has continued 
unabated for a further period of three 
years” and that “‘the present economic 
showing is fully responsive to the 
terms of the Resolution.’’*® 

In this connection it is to be observed 
that the Commission, since the Great 
War and prior to the approval of the 
Joint Resolution, has in numerous 





22 Revenues in Western District, 113 1. C. C. 3, 12-13. 

3 Ibid., p. 36; American National Livestock Ass’* 
v. 4.T.@ S. F. Ry. Co., 122 I. C. C. 609, 615. 

24 Galveston Electric Co. v. City of Galveston, 258 U.S 
388. 

28 100 I. C. C. 79, 106-107. 

76129 I. C. C. 25, 55-56. 
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cases considered evidence relating to 
the condition of the particular in- 
dustries. ‘This was done in respect to 
livestock,2” to rates on grain,** and 
also in respect to the rates on wool.*® 
Referring to such evidence concerning 
the so-called “economic situation” it 
stated that “‘these are matters which 
we may take into consideration, but 
they are not controlling in the making 
of reasonable rates.’°® On the other 
hand, even subsequent to the Joint 
Resolution the Commission has as- 
serted in respect to a complaint as to 
carriers’ rules governing the furnishing 
of refrigerator cars that “‘to regulate or 
solve the economic features involved 
isnotourduty. Neither is it a duty of 
the carriers.”*! The tendency of re- 
cent decisions, however, is to find a 
continuance of the depression in respect 
to agricultural products as they are 
discussed. Such has been the finding 
in respect to the peach industry in the 
Southeast,** in respect to deciduous 
fruits of California,** in respect to the 
milk and cream industry of New 
England,** and in respect to livestock.*® 
The Commission has also declared that 
fertilizer, while not a product of agri- 
culture, is entitled to a low level of 
rates because of its beneficial effect on 
land.*® The most extreme position, 


*? National Livestock Shippers’ League v. A. T. G@ 
S. F. Ry. Co., 63 I. C. C. 107. 

** Rates on Grain, Grain Products and Hay, 64 
LCC a 

** Wool Rates Investigation 1923, 91 I. C. C. 235. 

°° Jbid., p. 252. 

"Sample v. A. T.@ S. F. Ry. Co., 139 1. C. C. 324, 
330. 

** 139 I. C. C. 143; affirmed on reargument January 
7, 1929. 

** 129 I. C.C. 25; 132 I. C. C. 582. 

126 I. C. C. 68. The cheese industry in 
Wisconsin was found not depressed, but the rates 
were nevertheless reduced. 153 I. C. C. 239. 

fs 144 1.C.C. 731. 

* Consolidated Southwestern Cases, 123 I. C. C. 203, 


1% 


-O9. 


perhaps, which has been taken is that in 
respect to livestock, where the Com- 
mission stated that while at the time 
of the hearing there had been a return 
to normal prices “it would require the 
continuance of normal prices for a num- 
ber of years or phenomenally high 
prices for a shorter period to place the 
industry on its feet.’7 Likewise rates 
on citrus fruits from Florida to all 
destinations in the United States have 
been found unreasonable and reduced, 
althougn the Commission’s report is si- 
lent as to the existence of a depression.** 

In contrast with this the Commission 
has found that conditions in the zinc 
industry are so relatively favorable 
that zinc concentrates “are able to 
bear the present rates”? and that they 
should not be reduced so as to make 
inroads upon the carriers’ revenue “if 
we are to afford relief to agriculture 
and other industries in distress, as 
contemplated by the Hoch-Smith Res- 
olution.”*® It has also found that 
wooden bungs can stand maximum 
reasonable rates and declined to reduce 
the rates on this commodity in its 
effort “‘to maintain carriers’ revenues 
reasonably intact,” while according 
“agricultural products a rate basis 
which is as low as we may reasonably 
go under existing law.’ Likewise 
in suspending proposed reductions in 
the rates on lake-cargo coal from West 
Virginia, Kentucky, and ‘Tennessee 
mines to Lake Erie ports, it advanced as 
a reason that the carriers had no right 
to transport a substantial portion of 
their tonnage at rates upon an obviously 
low level, while giving no relief to the 


o' s06 1. eC. 93%, 26s. 

38 Florida Railroad Comm. v. A. G@ R. R. R. Co., 144 
I. C. C. 603. 

39 United Zinc Smelting Corp. v. B. @ O. R. R. Co., 
126 I. C. C. 677, 696-698. 

40 United States Bung Mfg. Co. v. B. GO. R. R. 
Go, 147 1. CS. 375,378. 
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agricultural industry which Congress 
has declared to be in a depressed 
condition.*! On the other hand, the 
free movement of cement under exist- 
ing rates was not accepted as proof of 
their reasonableness.* 


Earnings in the Aggregate and Particular 
Rates 


How far the earnings of carriers are 
to be considered in dealing with specific 
rates is not altogether clear. On this 
subject the Supreme Court said: 

The statute (Transportation Act, 1920) 
does not require that the net return from 
all the rates shall affect the reasonableness 
of a particular rate or a class of rates. In 
such an inquiry the Commission may have 
regard to the service done, its intrinsic 
cost, Or comparison with other rates, and 
need not consider the total net return at 
all.‘ 

Consideration of “intrinsic cost” 
will of necessity lead in the direction of 
net return. Also, if the class of rates 
involved be on a commodity moving 
in large volume so that any change in 
rates can not fail to affect the net 
return of particular carriers and the 
aggregate revenue of group carriers, it 
does not seem that the effect upon the 
fair return can be ignored. The Com- 
mission has at least recognized the 
existence of this problem by stating 
that “in the establishment of rates on a 
single commodity the fact that the 
Carriers are operating at a loss or on a 

*t Lake Cargo Coal, 139 I. C. C. 367, 394-395. 

*? Southern Cement Rates, 132 I. C. C. 427, 447. 

*® Dayton-Goose Creek Ry. Co. v. United States, 263 
U. S. 456, 480. This is the same thought expressed 
by the Court in a decision prior to the Transportation 
Act, 1920. “‘Where rates are as a whole under 
consideration, there is a possibility of deciding, with 
whether the total earnings 
afford a reasonable return. But whether the carrier 
earned dividends heds little light on the ques- 
tion as to whether the rates on a particular article are 
Interstate Com. Com. v. U. P. R. R., 222 


more or less certainty, 


ornots 


reasonable.” 
S41, $49. 


U. 5S. 


narrow margin of profit should not be 
given too much weight, unless it clearly 
appears that the particular commodity 
constitutes the bulk of the trafic 
transported.’’*4 

In this connection the position which 
the Commission has taken in Revenye; 
in Western District, supra, is one of 
significance. There the carriers’ pro- 
posal for a horizontal increase in freight 
rates was denied, and they were criti- 
cized for failing to present evidence 
“‘with respect to the need for changes 
in individual rates between particular 
points or on particular classes of traffic.” 
If this be the only method by which the 
Carriers can secure increases in their 
aggregate earnings for the purpose of 
approximating a fair return, then it 
does not seem at all proper to ignore 
the relationship between aggregate re- 
turn and particular rates on particular 
commodities when it is sought t 
reduce them. 

It can not be said at one moment 
that the net return from all rates 
shall have no effect on the reasonable- 
ness of particular rates and at the 
same time that the only way in 
which rates can be increased to secure 
a fair return is by proof of the reason- 
ableness of particular rates. Such a 
position would mean either that the 
protection to the public which Congress 
sought in Section 15a would be lost 
entirely because the Commission would 
be relieved of carrying out the mandate 
of Congress, or that while the carriers 
to justify increases in particular rates 
on particular commodities could point 
to the necessity for increased revenues, 
neither they nor the Commission could 
be concerned at all with the effect o/ 
reductions in such rates upon aggregate 
revenues and fair return. 

‘4 United Paperboard Co. v. G. & J. Ry. Co., 10% 
©. C. goa, €o06. 
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The Lowest Possible Lawful Rates on 
Products of Agriculture 


The declaration in the last paragraph 
of the Joint Resolution of an “existing 
depression in agriculture,” with the 
direction to the Commission to make 
such changes in the rate structure “as 
will promote the freedom of move- 
ment . . . of products of agriculture 
affected by that depression, including 
livestock, at the lowest possible lawful 
rates compatible with the maintenance 
of adequate transportation service,” 
would seem to indicate that Congress 
intended that some consideration 
should be given to a “‘cost of service” 
standard. It was early declared by the 
Commission that such lowest possible 
lawful rates did not mean rates which 
barely escaped being confiscatory.* 
This was because of the provision that 
such rates must also be “compatible 
with the maintenance of adequate trans- 
portation service.” Itwasdeclared that 
the rates which the Commission could 
lawfully require must be high enough 
to cover all cost plus some margin of 
profit.6 The proposition of livestock 
shippers that rates should be made 
under the Joint Resolution which would 
cover expenses directly assignable 
thereto but which need not contribute 
to overhead, taxes, and profit was also 
rejected.47 On the other hand, the fail- 
ure of the carriers to prove that their 
existing rates on livestock were con- 
fiscatory was accepted by the Com- 
mission as a reason for rejecting a 
proposal that they should be ad- 
vanced. *® 

fs Revenues in Western District, 113 1. C. C. 3, 13. 

‘* Grain and Grain Products, 122 I. C. C. 235, 264; 
citing Northern Pacific Ry. Co. v. North Dakota, 236 
U.S. 585, and Norfolk & Western Railway v. West 
Virginia, 236 U. S. 605. 

' American National Livestock Ass'n. v. A. T.@& 


S. F. Ry. Co., 122 I. C. C. 609, 617. 
** 129 I. C. C. 609, 623. 


In spite of this early concept that the 
‘lowest possible lawful rates” must be 
somehow measured by the cost of the 
service, the Commission has reduced 
existing rates below the level which it 
declared would have been reasonable 
but for the Joint Resolution, although 
it has made no investigation as to the 
cost of the service. In a recent de- 
cision one of the divisions of the Com- 
mission had before it the rate of 44 
cents per 100 pounds on chicory in 
carloads from Port Huron, Michigan, 
to New York City.*® It found that the 
farmers in the chicory-growing section 
of Michigan were having financial 
difficulties because of the unprofitable 
prices of hay and beans and the inva- 
sion of the corn borer, coupled with the 
decline in prices of chicory. It held 
that the existing rate of 44 cents 
was not higher than a reasonable maxi- 
mum rate, which it could not have 
reduced under the provisions of the 
Interstate Commerce Act as they ex- 
isted prior to the Joint Resolution. 
Nevertheless it found that the 29-cent 
rate “‘lies within the zone of reasonable- 
ness and that its establishment will not 
be incompatible with the maintenance 
of adequate transportation service.” 
On this basis, with one Commissioner 
dissenting, it required a reduction in the 
rates. 

This decision does not indicate the 
method by which the division ascer- 
tained either that the 29-cent rate was 
within the ‘“‘zone of reasonableness,” 
as it used that term, or that it was the 
‘‘lowest possible lawful rate.” No cost 
study was made by the Commission, 
presumably because of the discredit 
which it theretofore cast upon such 
studies in other decisions. In the 
final analysis the chicory case is a 





49 Muller & Company v. Pere Marquette Ry. Co., 151 
Lc. Cc. gee. 
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striking demonstration of the manner 
in which the Joint Resolution is now 
being construed. Without an investi- 
gation as to cost of operation, a rate 
found to be not unreasonably high was 
subjected to a substantial reduction 
wholly upon the proposition that the 
Commission had been instructed by 
Congress to effect such a reduction. 
This, of course, transfers to the carriers 
the burden of undertaking to prove 
that the reduced rate is confiscatory if 
they desire to attack it in the courts. 
The mandate of Congress to the Com- 
mission to ascertain “‘the lowest pos- 
sible lawful rate”? is thus ignored 
except in so far as the Commission 
assumes to ascertain that rate by the 
exercise of administrative judgment 
wholly divorced from an examination 
into the cost of the service. 


Respective Duties of the Commission and 
the Carriers 


The Commission takes the position, 
based upon literal interpretation, that 
the Joint Resolution is a mandate to it 
and not to the carriers.°° Previously, 
in dealing with Section 15a of the 
Interstate Commerce Act, requiring 
the fixation of rate levels on such a 
basis as to produce a fair return, the 
Commission had also recognized that 
this was a mandate to it, laying upon 
it the affirmative duty of prescribing 
such rates.°! 

In spite of that 


the affirmation 


139 I. C. C. 367, 395. 
1920, 58 I. C. C. 220, 226, 


6° Lake Cargo Coal, 
‘Increased Rates, 


where it stated that: ‘“‘Having determined the per 
cent (constituting the fair return), we are called upon 
to perform the administrative task of establishing 
rates that would yield in the aggregate as nearly as 


may be that per cent until March 1, 1922.” Like- 
wise, in Rates on Grain, Grain Products and Hay, 64 
I. C. C. 85, 99, the Commissi “It is also to be 


juty cast upon us by 


yn said: 


noted that the Section 15a 
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Section 1§a placed the duty of initiating 
such rates upon the Commission, jp 
denying the petition of carriers in the 
Western District for a rate advance ip 
1926, the Commission added the ex. 
planation or modification of its previous 
construction by saying that Section 154 
“‘does not relieve the carriers from the 
primary duty of initiating rates.’’5? |; 
said “that function belongs to manage- 
ment and not to regulation” and “it is 
the right and duty of the carriers to 
take steps necessary to correct im- 
proper rate relationships as they may 
be found to exist and to supply revenue 
deficiencies by initiating suitable 
changes in rates.”** In denying the 
carriers the right to advance the rates 
as they had requested, the Commission 
criticized them, first, for proposing a 
horizontal increase in freight rates and, 
second, for failing to present evidence 
with respect to the need for changes in 
individual rates between particular 
points and on particular classes of 
traffic. In other words, the Commis- 
sion found that the method proposed 
by the carriers for raising the necessary 
revenue was an improper method and 
put upon the carriers at their peril the 
burden of selecting some other method 
which might ultimately meet the Com- 
mission’s approval. 

When, later, the carriers in this 
territory proposed increased rates on 
grain in the Northwest, these were 
disapproved and the method which 
the carriers had proposed for securing 


is a continuing duty and looks to the future... 
What is contemplated by the law is that in this exer- 
cise of our rate-making power the result shall refiect 
our best judgment as to the basis which may reason- 
ably be expected for the future to yield the prescribed 
return.” In Reduced Rates, 1922, 68 I. C. C. 676, 
732, it said: “It is our duty to initiate such rates as 
will enable the carriers to earn as nearly as may be 4 
fair return, qualified as provided in the Act.” 

913 1. CC. 9, 98. 

63 Jbid., p. 38. 
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sreater revenue was again criticized in 
che following language: 


The method which the carriers usually 
elect to secure additional revenue, when 
veeded, is to make a horizontal increase 
9 all rates, thereby avoiding the embarrass- 
ent of distinguishing between various 
inds of traffic. In Revenues in Western 
District, supra, the carriers in that district 
made such a proposal. We found that 
mportant carriers in the northwestern 
region and western trunk-line territory 
vere not earning a fair return, but that no 
emergency had been shown justifying the 
xpedient of a horizontal increase in all 
cates. We further found that there are 
any inequalities in the rate structure 
xisting in portions of the western district 
vhich should be corrected, and that it is 
the “right and duty of the carriers to take 

steps necessary to correct improper 
rate relationships as they may be found 
to exist, and to supply revenue deficiencies 
by initiating suitable changes in rates.” 
Upon argument of that case the carriers 
expressed the opinion that class rates in 
western trunk-line territory should be 
increased, and also livestock rates through- 
ut the western district, but stated that, 


except for livestock, they knew of no 


r 
commodity rates which should be increased 


by other than a _ horizontal advance 
ipplicable to all rates. They have here 


initiated substantial increases on grain 


ind grain products, and in another proceed- 


ing they are proposing increased rates on 


cheese. It will be noted that with the 
xception of the class rates, all these 


‘roposed increases relate to agricultural 


roducts. °4 


Since both the provisions of Section 
isa of the Interstate Commerce Act 
i of the Joint Resolution have been 
cepted by the Commission as man- 
lates to it, considerable question may 
raised as to the propriety of its 


later endeavor to shift the respon- 


bility of a rate structure, which will 
nform to these Congressional require- 

nents, to the carriers. Congress acted 
the ‘Transportation Act, 1920, to 


and Grain Products, 122 I. C. C. 235, 266. 
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insure rate levels necessary to provide 
adequate transportation facilities not 
alone for the present, but also for the 
future, and in the Joint Resolution it 
twice included the direction that the 
rate structure must be compatible with 
the maintenance of adequate transpor- 
tation. These requirements were made 
not for the protection of individuals 
interested in railroad securities but for 
the protection of the public, that it 
might at all times have an adequate 
system of transportation functioning 
efficiently and being so maintained as to 
provide transportation facilities for the 
future as well as for the present. It is 
wholly inconsistent with this protection 
that, as a condition to the approval of a 
rate structure, the carriers must first 
initiate rates and then convince the 
Commission that they are proper for 
the purpose intended. Such a burden 
might thereby be cast upon the carriers 
as would be utterly impossible of 
fulfilment. Necessary rate changes 
might at least be postponed for almost 
indefinite periods while the carriers 
were being required to make all sorts of 
cost studies, so-called traffic tests, and 
statistical investigations upon the re- 
quest of the shippers or state or federal 
regulatory bodies. The untoward re- 
sults of such requirements have already 
been noted by so eminent an authority 
as Professor Ernst Freund, Professor of 
Jurisprudence and Public Law at the 
University of Chicago: 


As against a public authority which is 
poorly equipped for obtaining the requisite 
information, the shifting of the burden of 
proof may be legitimate enough, and may 
not even neutralize entirely the advantage 
which the carrier has in establishing his 
case. But where the public authority is 
organized with so elaborate a machinery 
of supervision as the Interstate Commerce 
Commission, the position with reference 
to obtaining data for judgment is very 
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much equalized, and complex factors being 
marshalled against complex factors with 
equal competence and skill, the burden of 
proof may be impossible to meet. The 
Five Per Cent Case of 1914 illustrates 
the difficulty and the dilemma. Against 
the public contention that the law must 
not make it unduly difficult to prove 
unreasonableness, we must now set the 
owner’s contention that he should not be 
required to make that a matter of legal 
demonstration which is essentially a matter 
of business judgment. Is it a _ tenable 
theory of the relation between government 
and business which leaves to the owner all 
risk and responsibility, and permits an 
administrative authority to say: “prove 
your case, or we will not allow you to act”’ ? *® 


It must also be borne in mind that by 
the Transportation Act, 1920, Congress 
undertook to preserve a competitive 
system of railroad operation. Even in 
respect to the proposed plan of con- 
solidating railroads into a limited num- 
ber of systems, it was provided that 
competition shall be preserved as 
fully as possible.”°* The desirability of 
continuing competitive systems of pri- 
vately owned railroads was also referred 
to in Section 1§a, paragraph 5. Under 
a competitive system of railroad opera- 
tion it not infrequently happens that 
an individual railroad will seek to make 
low rates on some particular product 
produced on its own rails or that it 
will decline to join with other railroads 
in proposing advances in the rates on a 
commodity which it handles in large 
volume or of which it undertakes to 
secure the movement through low 
rates. This is an inevitable concomi- 
tant of competitive railroad operation. 
The then Chairman of the Interstate 
Commerce Commission, Johnston B. 
Campbell, testifying before the Com- 


sé 


58 The Growth of American Administrative Law— 
Historical Survey, by Ernst Freund, Published by the 
Bar Association of St. Louis, p. 37. 

56 Interstate Commerce Act, Section 5, paragraph 4. 
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mittee on Interstate Commerce of the 
United States Senate, referring to one 
of the difficulties arising out of such 
competitive operation, said the 
following: 


One of the difficulties with railroad 
revenues has always been the use of the 
big stick in the hands of the big shipper. 
Everybody that has ever followed trans- 
portation matters knows that to be a 
fact; that the tendency downward of rate 
structures is not due to the Interstate 
Commerce Commission, but is due to the 
big club in the hands of the big shipper. 
He goes to his railroads that particularly 
serve him and with the club of large 
tonnage he forces rates down and down 
and down. Then other rates must be 
related to them, and the tendency is 
downward. That is what the Hoch- 
Smith Resolution is intended to cure.* 


Such situations are a part and parcel 
of competitive railroad operation. 
Congress recognized their existence but 
was unwilling to abandon the system of 
competitive operation in order to avoid 
such evils. Instead it sought to protect 
the general public by placing in the 
hands of the Commission both the power 
and the duty of avoiding these evils. 
The right of the public to the mainte- 
nance of adequate transportation 
systems, sufficient for the needs of the 
nation as a whole, not only for the 
present, but for the future, was con- 
sidered by Congress as the paramount 
end to be accomplished. 

If this be so—and the provisions of 
the Act, the Committee reports which 
accompanied it, and the debates in 
the Senate and the House all emphasize 
the conclusion—then the Commission as 
an administrative body should not 
avoid producing the results which Con- 


57 Hearings on the Confirmation of John J. Esch 
to be a Member of the Interstate Commerce Com- 
mission, February 24, 1928, Committee Print, p. 
223. 
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cress intended that it should produce. 
Neither the failure of the carriers to 
advocate a particular plan and to 
orove their case beyond all reasonable 
doubt, nor the fact that under a com- 
petitive system of operation certain 
carriers in bidding for traffic undertake 
to maintain rates on a sub-normal level, 
can be a satisfactory substitute for the 
desire of Congress that a rate structure 
be maintained which would yield as 
nearly as may be a fair return. In 
other words, the fair return on the ag- 
gregate value of railroad property was 
viewed by Congress as necessary to 
the end which it sought to achieve in 
the interest of the nation, namely, 
an adequate system of transportation. 
To assure itself that the goal would be 
reached, the matter was not left in the 
hands of the carriers, but affirmative 
duties were imposed upon the Com- 
mission itself. 

Neither of the two general investiga- 
tions inaugurated under the Hoch- 
Smith Resolution thus far decided 
relates to products of agriculture. One 
dealt with iron and steel articles trans- 
ported by eastern carriers and the other 
with sand and gravel in the Southwest. 
The iron and steel industry was found 
to be in a generally prosperous condi- 
tion, yet the rate readjustment which 

the majority of the Commission pre- 
scribed as in conformity with the 

requirements of the Joint Resolution is 

criticized in one of the separate opinions 

as resulting in a revenue reduction to 

the eastern carriers of not less than 

$2,500,000 annually. In fact, five of 

the commissioners subscribed to sepa- 

rate opinions, concurring only in part, 

and four of these specifically protested 

against a rate reduction on a non- 

agricultural commodity which was 

iound to be enjoying freedom of move- 

ment and not to be the product of a 
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depressed industry.** Regarding sand 
and gravel in the Southwest, no finding 
was made as to the condition of the 
industry or as to freedom of movement, 
but a rate readjustment was prescribed 
which was criticized by a dissenting 
commissioner as constituting a lower 
basis of rates in the Southwest than 
had previously been prescribed in 
southeastern or eastern territory, in 
spite of the fact that cost of operation 
was at least as great as, if not greater 
in the Southwest than in the other 
territories.°® Neither the carriers nor 
the agricultural interests can find much 
comfort in these decisions. The theory 
that a general rate readjustment will 
readily provide a reservoir made up of 
rate increases on manufactured articles 
which can continue to move at higher 
rates, thus to offset the effect of a rate 
reduction on agricultural products, 
seems not to work out in practice. 
The tendency also is manifest to make 
these readjustments without direct 
regard to the mandate of Section 1a in 
respect to the earning of a fair return. 
In other words, it seems to be the 
thought that each set of rates may be 
accorded separate treatment without 
definite consideration of the effect upon 
the maintenance of adequate trans- 
portation through the medium of a fair 
return on the aggregate property value. 
The problem which the Commission 
has been required by Congress to solve 
is a difficult one. How it will 
ultimately be solved requires an an- 
ticipation of future events, impossible 
at this time. Certain tendencies are, 
however, apparent. Some of them 
have already been noted, among them 
the placing of a burden of proof upon 


58 Rate Structure Investigation, Iron and Steel Articles, 
Bee i... 4. SEs 
59 Rate Structure Investigation, Sand and Gravel, 155 
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the carriers almost impossible of fulfil- 
ment. Another tendency is to ignore 
the necessary incidents of competitive 
Another is that 
seems to feel itself 
constrained to reduce the rates on 
particular commodities as they are con- 
sidered, without providing necessary 
offsets for recoupment in revenue; and 
even more fundamental is the tendency 
to give such interpretation and applica- 
tion to the Joint Resolution as will in 
effect repeal or at least modify the 
provisions of Section 1§a with respect to 
a fair return on the aggregate value of 


railroad operation. 


the Commission 


railroad property. 


Summary 


The effects of the Joint Resolution 
thus far attained may be summarized as 
follows: 

(1) It has resulted in the initiation of 
the and _ protracted 
series of hearings concerning freight 
rates ever undertaken by public author- 
ity, which have involved tremendous 
expense to the shippers, the carriers, 
and the public. 


most extensive 
















(2) It has been given a practica! 
application as substituting a differen: 
standard for the determination of gen- 
eral rate levels than the “fair return” 
prescribed in Section 15a of the Inter- 
state Commerce Act. 

(3) It has emphasized the loosely 
defined terms of “what the traffic will 
bear” and “value of the service” as 
standards of rate-making, without pre- 
scribing their boundaries or limitations 
or in fact the manner in which the stand- 
ards are to be applied. 

(4) It has been construed in practical 
effect as a continuing mandate t 
prevent rate advances on agricultura 
products and as a direction to reduc 
these and other rates when they ar 
brought on for review. 

It is impossible to foretell the ful! 
effect of the Joint Resolution upon 
either railroad operation or railroad 
regulation. ‘That it is already having 
a most profound effect and that the 
portent for the future is disturbing ir 
the extreme, at least so far as railroad 
regulation may be measured by the 
standards of the past, is apparent. 





















































actica| 
ferent 
yf gen- 
turn” 
Inter- 
HE total number of automobile 
‘T resstration in this country is 
about 24,000,000 The total num- 
ber of airplanes licensed by the Depart- 
ment of Commerce is a little less than 
7,000. The enormous discrepancy be- 
tween these two figures is an indication 
of what lies ahead of aviation. The 
lessening of that gap represents not 
only the development of a vast manu- 
facturing industry, but also a means 
of transportation that will considerably 
alter our habits of living. 
Now there are certain aerodynamic 
improvements which must be made 
before flying is undertaken on so 
universal a scale. The airplane to- 
day is a safe machine for the expert; 
but for the average man it requires 
too much skill on the part of the pilot. 
The regular air transportation services 
handled by expert pilots have set a 
very high standard for safety. The 
accident in the British passenger ser- 
vices this summer spoiled a _ record 
of over three years during which some 
39,000 passengers were carried 3,2000- 
000 miles without a single accident 
resulting in the injury or death of 
any one of them. The accident took 
place over the Channel in a plane 
which did not have multi-engines and 
which was a land plane flying over the 
water. In other words, two cardinal 
principles for safe flying were violated. 
Similarly, there have been only two 
accidents in the short history of regular 
passenger services in the United States, 
based upon the record for multi-engine 
planes, covering a travel mileage of 
over 3,000,000 miles. Under proper 
conditions the airplane has demon- 
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AVIATION—PROGRESS IN SAFETY 
By HARRY F. GUGGENHEIM 


strated itself to be safe in expert 
hands. The accidents that have been 
caused have usually been the result 
either of amateur flying or of flying 
of a stunt character. Unfortunately, 
these accidents are sufficiently sensa- 
tional to receive considerable attention 
in the newspapers, and hence the 
public view as to the safety of aviation 
tends to be distorted. 

Obviously, however, it is not sufh- 
cient that the airplane should be safe 
in the hands of the expert, if it is to 
be a really helpful instrument of civi- 
lization. ‘To make the airplane a pub- 
lic utility in the sense that its useful- 
ness is open to the entire community, 
it is necessary that we should develop 
what might be called a _ fool-proof 
plane. That was the purpose behind 
the international Safe Aircraft Com- 
petition now being conducted by the 
Daniel Guggenheim Fund for the Pro- 
motion of Aeronautics. 

The Fund has believed from the 
beginning that commercial aviation 
will be successful when it can convince 
the public, not by statistics, but by 
actual demonstration, that airplanes 
are inherently no more dangerous than 
steamships or railroads. The tests 
which are being conducted at Mitchel 
Field, Long Island, provide the possi- 
bility for this actual demonstration 
in graphic form. We have received 
25 entries in the Competition: 21 
from the United States, 3 from Great 
Britain, and 1 from Italy. Each one 
of these entries must first pass very 
vigorous qualifying specifications and 
then is submitted to an actual flight 
test conducted by the Fund. The 
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Competition offers prizes of $150,000 
for those aircraft which demonstrate 
under special rules the greatest ad- 
vance in aerodynamic safety without 
loss of efficiency. 

The Competition looks forward to 
an expansion of private flying which 
may eventually reach the extent of 
private automobile traffic. Hence, it 
seeks to develop a plane that can be 
safely operated by an ordinary lay 
pilot. We want, in short, a plane 
that will be able to land more slowly, 
take off more quickly and climb more 
steeply, make both flatter and steeper 
glides and which will remain under 
control at all speeds and attitudes 
even when the pilot, owing to weather 
conditions, is unable to maintain an 
even keel. The nine tests with which 
the airplane must comply’ were 
developed after long study by the 
leading aeronautical experts. Because 
they indicate very clearly what we are 
looking for in the safe airplane, it may 
be of interest to indicate them here- 
with, avoiding technical description. 


1—The aircraft must maintain level and 
controlled flight at a speed not greater 
than thirty-five miles an hour and must be 
able to glide with all power switched off at 
a speed not to exceed thirty-eight miles 
an hour, the demonstration glide being 
of at least three minutes’ duration. 

2—The aircraft must come to a complete 
stop within 100 feet of the spot where it 
first touches the ground in landing. 

3—A steady glide must be made over an 
obstruction thirty-five feet high and the 
aircraft must come to a complete stop 
within 300 feet of the base of the obstruc- 
tion. This is to test the ship’s ability 
to make a forced landing in a small space 
surrounded by wires, houses or trees. 

4—The aircraft must take off after not 
more than a 300-foot start along the ground 
and must then clear a 35-foot high obstruc- 
tion 500 feet from the starting point. 

5—To test its ability to approach an 
uncertain landing place in event of engine 


failure, the aircraft, with all power switched 
off, must glide at an angle of not more 
than 8 degrees to the horizon; and mus: 
also be able to glide at an angle of more thap 
16 degrees to the horizon at a speed not 
greater than 45 miles an hour. 

6—In normal flight, at a speed of 45 to 
100 miles an hour, the pilot must take 
both hands off the controls, leaving them 
entirely free for at least five minutes to 
demonstrate the ability of his craft to right 
itself after disturbances from wind gusts or 
from the application of controls. 

7—The aircraft must show that if the 
engine suddenly fails on a steep climb, no 
abnormal attitude, such as a stall followed 
by a nose dive, will result and that the craft 
will descend on a steady easy glide without 
intervention by the pilot. A frequent error 
following engine failure is the pilot’s tend- 
ency to pull back on his controls instead 
of nosing down the craft into a glide. The 
aircraft must demonstrate that it is foo! 
proof against such an error, and one of the 
tests requires that the power shall be 
switched off on the climb, the elevator 
control pulled back towards its maximum 
extent, and that the craft shall, under 
such conditions, descend on a steep glide 
at a speed of not more than forty miles 
an hour and under perfect control. 

8—The ship must be provided with three 
controls, which are independently effective 
about corresponding axes of the aircraft 
at all altitudes. 

g—The aircraft must show its ability 
to take off and to land on a plot 500 feet 
square surrounded by a 25-foot obstruction 
To test this properly a portion of the field 
will be marked off, and four observers 
placed twenty-five feet above the grounc 
will sight across the boundaries of the plot 
After the craft has left the ground, the 
observer will switch off the engine when he 
pleases, and the pilot will land the craft 
within the square without passing throug! 
the imaginary obstruction. The test will 
demonstrate the ability of the craft to use 
restricted territory with bad approaches. 
The aircraft must be able to taxi under 
its own power in any direction in a win¢ 
whose mean speed is at least 20 m.p.h. 


We believe that the development: 
arising out of this Competition will leac 
us a long way on the road towards 
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aviation safety, as the layman would 
understand the term. 

There are probably many people 
today who still believe that a forced 
landing in an airplane is a very hazard- 
ous thing. ‘To the experienced pilot, 
however, it is only an incident, and 
when a regular system of landing fields 
is established, an airplane should be 
able to glide without difficulty to a safe 
landing even when its engines fail. 

At present, however, the only ap- 
proach to a landing field for the average 
airplane is a steep glide. But a steep 
glide in landing with the airplane of 
today frequently means disaster. Con- 
versely, in getting out of the small field 
the present-day airplane cannot rise 
steeply enough. The take-off is too 
long, and the plane while climbing 
rapidly may not clear the surrounding 
obstacles. Accidents have frequently 
occurred when a plane is climbing 
rapidly and the engine suddenly fails. 
The plane may “stall,” and the pilot 
lose control, the plane fall off on one 
wing, and go into the dreaded “‘spin.” 

Undoubtedly by far the most fre- 
quent cause of airplane accidents today 
is the stall. Mr. Handley Page has 
been working for many years on the 
development of the slotted wing. The 
effect of the slot is to delay or prevent 
the breakdown of the air flow around 
the wing, which with an ordinary wing 
section occurs at an angle of about six- 
teen degrees to the wind. It is the 
breakdown of the air flow which causes 
the loss of control. Recently, Mr. 
Handley Page has perfected his auto- 
matic slot, which prevents the loss of 
control and reduces the possibility of 
an unintentional stall. 

There are some designers and manu- 
facturers who believe that the same 
result can be obtained by clever design 
without resort to the slot. If this can 


be accomplished, so much the better. 
But under any circumstances whether 
the slot be employed or not, manufac- 
turers are seeking to develop a plane 
that is not subject to loss of control 
from the unintentional stall, thus re- 
moving the greatest single hazard in 
flying. 

There is another remarkable aero- 
nautical invention which may have a 
marked effect in stimulating our efforts 
to obtain safety in flight. This is the 
autogiro, invented by Senor de la 
Cierva, an aircraft which, contrary to 
common belief, is not a helicopter. It 
cannot rise vertically and its revolving 
wings are not power driven, but in 
many respects it is just like an ordinary 
airplane. It has the usual engine- 
driven propeller to pull it through the 
air, the customary fuselage housing 
the engine and crew, the usual form of 
landing gear and tail surfaces to provide 
up and down and side steering. Its 
fundamental difference is that its lift 
is obtained from a sort of giant wind- 
mill with four blades. When once this 
windmill has been set in rotation and 
forward motion is attained, the wind- 
mill continues to rotate. In so doing, 
it provides an upward reaction or lift. 

There are two great advantages to 
the autogiro. With an ordinary fixed 
surface, the wings must meet the air 
rapidly in order to give sufficient lift. 
In the autogiro the craft may be flying 
or gliding very slowly as a whole, yet 
the blades will be revolving fast and 
thereby providing all the lift necessary. 
Therefore, the autogiro is an aircraft 
which can fly and land very slowly and 
never “stalls.” The second great ad- 
vantage is found in the fact that the 
blades are not only free to revolve 
around the vertical shaft, but are also 
hinged at the inner end, so that they 
can adjust themselves in any required 
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fashion without the windmill intro- 
ducing any sideways tipping forces. 

In addition to these two problems 
which are already in process of solu- 
tion, the third fundamental problem— 
that of flying in fog—has recently 
been solved in principle by experi- 
ments conducted in the Fund’s Full 
Flight Laboratory at Mitchel Field. 
The problem of fog flying is one of 
punctuality in air transportation rather 
than safety, for the experienced pilot 
does not attempt to combat fog, but 
follows the formula that Lindbergh 
consistently uses, namely, “Do not 
attempt to fly through fog. Turn 
back or land before it is too late.” 

In a very short time, however, this 
evasion should no longer be necessary, 
and air transportation can be regularly 
conducted without fear of this last 
menace. On September 24, at Mitchel 
Field, Lieutenant James H. Doolittle, 
in charge of the Full Flight Laboratory, 
took off, flying completely blind in a 
covered cockpit, flew away from the 
field and returned to a given spot 
and made a landing. The experiment 
thus not only demonstrated the com- 
paratively easy operation of navigating 
through fog, but the much more difh- 
cult undertaking of taking off and 
actually landing, under conditions 
where’ visibility was completely 
obscured. 

The demonstration represented the 
successful consummation of experi- 
ments which had been conducted for 
nearly a year over the Full-Flight 
Laboratory established by the Fund 
at Mitchel Field. The principal factors 
in making possible the accomplish- 
ment were a new application of the 
visual radio beacon, the development 
of an improved instrument for indi- 
cating the longitudinal and _ lateral 
attitude of an airplane, a new direc- 
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tional gyroscope and a sensitive baro- 
metric so delicate as to measure the 
altitude of the airplane within a fey 
feet of the ground. 

The test plane used in these experi- 
ments was equipped with a con. 
pletely covered cockpit. Unable to 
see outside the cockpit and guided 
entirely by his instruments, Lieutenant 
Doolittle took off from Mitchel Field, 
flew away from the field, turned around, 
recrossed it, turned again and came 
back, landing a short distance from 
his starting point. In the place of the 
natural horizon by means of which 
the pilot usually keeps his plane at a 
stable and safe flying attitude, and 
which would be invisible in fog, Lieuten- 
ant Doolittle used an “artificial hori- 
zon”’ in the form of a small instrument 
indicating to the pilot the longitudinal 
and lateral attitude of the airplan 
with relation to the ground at all times. 

With stability thus assured, the 
pilot was able to locate the landing 
field by means of the direction-finding 
radio. In addition to the long-distance 
radio beacon already in use at Mitchel 
Field and known to this country for 
some time, a beacon had been installed 
governing the immediate approach to 
the field, casting a beam of some I5 
or 20 miles in length in either direction. 
On the instrument board of the plane 
a visual radio receiver, consisting 0! 
two vibrating reeds tuned to the radio 
beacon, enabled the pilot to determine 
the location of the beam and thus 
the landing field. If he turned to th: 
right of his course, the right reed 
showed an excessive vibration, and 
vice versa, and by keeping the reeds 
in equilibrium the pilot was able t 
fly directly down the path of the bean 
to his landing. The sensitive altimete' 
showed him his altitude and made ' 
possible for him to calculate his landing 
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to a distance of within a few feet of 
the ground. 

The demonstration eliminates the 
last great hazard to the reliability 
of airplane travel and means that a 
principle has been developed which 
when eventually perfected for com- 
mercial use will make the airplane more 
independent of weather conditions than 
any other form of transportation. I 
say ‘“‘more independent” advisedly be- 
cause the aircraft is not limited to 
one plane of travel and can take 
advantage of a number of approaches 
to its destination without using a 
congested roadway or water channel. 

It is significant that the achievement 
was realized through the aid of only 
three instruments which are not already 
the standard equipment of an airplane. 
In other words, with the commercial 
manufacture of these instruments, the 
necessary equipment for fog flying 
will be neither expensive nor com- 
plicated, but of such a nature that it is 
readily available to the average pilot, 
and easily comprehended. The com- 
mercial practicality of the develop- 
ment is, therefore, assured from the 
start. 

The new principle which has been 
demonstrated solves what I have con- 
sidered in the past one of the two 
remaining fundamental problems of 
aviation. The application of this prin- 
ciple, however, and the final perfection 
of the best equipment for all phases 
of fog flying will require time and 
effort on the part of commercial and 
military organizations. 

For example, in our demonstration, 
use was made of the barometric alti- 
meter which must be corrected for 
variation of atmospheric conditions. 
This correction is made by telephonic 
communication from the ground to 
the plane. Other altimeters not sub- 


ject to atmospheric change are now in 
process of development, and the Fund 
is assisting in this experimentation. 

Also, while the pilot flies at suffi- 
cient altitude to clear all surrounding 
obstructions in coming into the field, 
the problem of collision with other 
aircraft in the air when flying through 
fog is a serious one. This can only 
be eliminated today by telephonic orders 
from the ground directing the planes 
flying over the same routes so as to 
keep out of each other’s way. The 
perfection of an instrument to warn 
of the approach of another plane is a 
device for the future. In addition, 
while the particular beacon used in 
the Fund’s experiment is located at the 
edge of the field, the beacons of the 
future will be so located that it will 
be possible to land always into the 
wind. These are examples of the devel- 
opments that should be greatly stimu- 
lated from now on. 

It might be mentioned here that 
we learned a great deal about weather 
conditions from the model weather- 
reporting service which the Fund es- 
tablished in cooperation with the 
Government services and the Pacific 
Telephone & Telegraph Company 
over the 400-mile airway between Los 
Angeles and San Francisco. ‘This is 
one of the most crowded airways in 
the world, with three passenger and 
express lines and an airmail service 
connecting the two cities. As estab- 
lished, the weather-reporting system 
consisted of four central weather 
bureaus, one at each of the terminal 
fields and two at the intermediate 
ports of Fresno and _ Bakersfield. 
These four centers were connected 
by wire with over 30 subsidiary sta- 
tions scattered in such a manner as to 
give comprehensive information of con- 
ditions along all possible lines of flight. 








The experiment was a complete suc- 
cess. In the event of fog over one 
route, it was possible to send the air- 
planes over another route. It was 
possible also to designate the height 
level at which they could receive the 
benefit of favoring winds. ‘The uncer- 
tainty as to whether the road ahead was 
good or bad has been holding back the 
use of the airplane and retarding the 
normal development of the industry. 
3y giving the air pilot information as 
to the best route, just as an automobile 
selects the best road to its destination, 
the weather reporting service not only 
increases the punctuality and speed 
of air transportation, but adds to its 
safety. It is essential that such a 
system of weather reporting adapted 
to aviation should be established by the 
Government over the entire country. 

There are, of course, a number of 
minor improvements still to be made 
in the structure of the airplane. The 
development of a successful air-cooled 
engine after the war was largely instru- 
mental in making possible the extra- 
ordinary long distance flights of recent 
years. Both and water- 
cooled racing engines have now been 
reduced to a weight below one pound 
per horse power. Experiments now 
going on with the Diesel and other 
types of oil engines have revolutionary 
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possibilities. 

[mprovements will also be made with 
the propeller. At the present time the 
only really unpleasant feature of flying 
is noise. The two main sources of 
noise are the engine and _ propeller. 
The present airplane has a propeller 
driven directly from the engine, which 
means that the tips of the propeller 
revolve at a speed sometimes greater 
than that of the propagation of sound, 
resulting in a terrific noise. The geared 
propeller is a new and accomplished 
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fact which not only makes possible 
more efficiency but greatly reduce; 
noise. Also, eventually airplane en- 
gines will be muffled, a relatively simple 
matter, which will make the noise of ap 
engine no more than that of ap 
automobile. 

These are all developments concerned 
with the airplane itself and constituting 
the particular problem of those special- 
izing in aviation. There are other 
needed improvements, however, which 
are the concern of the community at 
large and for the realization of which 
aviation must depend upon sufficient 
public interest. I have already men- 
tioned the need for a weather-reporting 
service for aviation and have urged 
that such a service should cover the 
entire nation. We need also uniform 
Federal legislation governing the oper- 
ation of airplanes. This means not 
only uniform rules covering the flight 
of airplanes, but regulating also the 
landing of airplanes at airports. Uni- 
formity in aeronautical laws is abso- 
lutely essential if air transport is to be 
safely operated. 

Aviation is looking to the community 
at large also for landing fields. If the 
United States had a system of landing 
fields throughout the country at ten- 
mile intervals in every direction, then 
an airplane would rarely be more than 
five miles from a field, or in other 
words, would rarely be outside of glid- 
ing distance if flying at an altitude of 
4,000 or 5,000 feet. Hence the danger 
resulting from engine failure would be 
minimized. A landing field system as 
extensive as this, might seem, at first 
thought, a little complicated, but it 
would represent only 3% of the area 
devoted to the railroads and roads in 
this country. 

Aviation’s need for town identifica- 
tion by roof markings constitutes an- 
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other obligation upon the nation’s com- 
munities. We have adequately posted 
the highways for the automobile, but 
the more confusing highways of the air 
offer very little in the way of guidance. 
The Fund has been at work for some 
time in an effort to interest the 7,500 
towns of intermediate size in the United 
States to place roof markers, and we 
hope to have a large portion of these 
communities identified by the end of 
this year. 

There is perhaps one more thing to 
be said in connection with the impor- 
tance of aviation. In the past a man’s 
interest in aeronautics was a personal 
interest—a pastime or a hobby of very 
little cosmic significance. The interest 
of most people in aviation today, how- 
ever, is not a personal interest at all, 
but a recognition of the enormous 
possibilities of airplane travel. In the 
development of the United States eco- 
nomic progress in some of the states 
was hampered by a lack of seaboard and 
navigable rivers, and also because of 
territory which was inaccessible except 
at tremendous capital expenditure. 
Indeed, the whole history of mankind 
can be traced in the development of 
communications, and there is a long 
record of wars fought over seaboards 
and harbors. 

The airplane is changing these con- 
ditions and offers to the community 


a measure of economic independence 
which no other method of transport 
could provide. The outstanding ad- 
vantage of the airplane is, of course, 
speed. The cruising speed of the air- 
plane today is already twice as fast 
as that of any other method of travel, 
even under the best conditions, but 
the potential speed, as measured by 
racing planes, is four times as fast as 
any other kind of travel. In commerce 
between the Americas, for example, the 
distance between Washington, D. C., 
and the capitals of the Latin Republics 
is reduced via the airplane by anywhere 
from I to 23 days as against the existing 
methods of travel. 

This is an achievement that can be, 
of course, measured in terms of dollars 
and cents, but it can also be measured 
in terms of spiritual values. The air- 
plane is an instrument of international 
understanding. On our own continent, 
in particular, it will make possible a 
more intimate contact with our Latin 
American neighbors with whom our 
relations have been more limited than 
they should have been. It is my con- 
viction that in view of these improve- 
ments and developments now under 
way in aviation the airplane will bring 
to the progressive community a measur- 
ably higher level of civilization. 














OFFICE-BUILDING RENTING AND 
ADVERTISING POLICIES 


By L. J. SHERIDAN 


N the past forty years we have 

witnessed an interesting economic 

phenomenon in the development of 
the American skyscraper. Only recent- 
ly the work of demolishing the world’s 
first all-steel frame skyscraper was 
completed in Chicago. The Tacoma 
Building, 15 stories in height and carry- 
ing an Indian name meaning “The 
Highest Mountain,” was built in 1888 
and has been razed to make way for 
a new 49-story office building. Not 
only have the structural achievements 
of the last four decades since the 
completion of the Tacoma Building 
stamped the American builders of this 
generation as among the greatest in the 
history of the world, but they have been 
accompanied by and to some extent 
are responsible for a standard of living 
and a structure of commerce and busi- 


ness unprecedented in its comforts, 
conveniences, and efficiencies. The 
skyscraper, in making possible the 


rapid growth and development of our 
great American and Canadian cities, has 
also in part made possible our present 
economic system. 

Management has had much todo with 
this development in the part it has 
played in overcoming the architectural, 
structural, and engineering obstacles as 
they have arisen and in operating 
completed properties on a basis that 
has them as sound eco- 
nomic undertakings. The problems 
of management, however, are increas- 
ing with the increasing size of our 
units of development. Each year we 
see projected buildings of greater heights 


established 
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and larger areas than those of the year 
before, of proportions undreamed of but 
a few years ago. Annually we sce 
hundreds of millions of dollars, repre- 
senting the combined savings of all 
classes of investors in all parts of the 
world, directed by investment bankers, 
insurance companies, and other finan- 
cial institutions into the office-building 
field. If the office building is to con- 
tinue to justify itself from a financial! 
standpoint—if the flow of capital which 
makes possible the great structural 
developments of today is not to be 
obstructed, if the growth of American 
and Canadian cities is to continue— 
the standards of management must 
constantly improve. 

This necessity for improvement ap- 
plies particularly to the merchandising 
of space on which depends the success 0! 
the building project. Competition 1s 
constantly growing keener and is rapid- 
ly forcing on the office-building indus- 
try more effective and scientific mer- 
chandising methods. In most cities 
the office-building tenant is no longer 
forced to look for space to meet hi 
requirements. He is a much sought- 
afterindividual. He is being approach- 
ed by the managements of many build- 
ings. He has developed a fairly kee! 
appreciation of values. He has bee! 
educated to such an extent that in most 
cases he is as capable of reading a floor 
plan as is the architect himself. ‘This 
education of the tenant coupled wit! 
the growing competition in the renting 
of space is leading to the development 
of merchandising policies in the office- 
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OFFICE-BUILDING RENTING AND ADVERTISING POLICIES 


building field as carefully studied and as 
ighly specialized as those adopted in 
business. 

The main difficulty in discussing 
-enting and advertising policies is that 
{ separating the selling and production 
They are so closely inter- 
woven that were we to attempt a 


-horough and intensive discussion of the 
subject we should be led into every 
chase of office-building development 
and management. 
‘rue of the building industry where the 


This is particularly 


lecisions made long in advance of the 
pletion of the building definitely 
stablish the salability of the product 
To out- 
ine the logical development of an 


effective selling program we _ should 
nave to analyze carefully every factor 
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(4) Financing; (5) Construction; (6) 
Renting; (7) Operation. 

It is patently impossible to enter 
into a discussion of all of those subjects 
in which our policies find root and out 
of which they grow. We are limited to 
a passing comment on each of these 


heads. 
Demand and Location 


A successful renting campaign pre- 
supposes a fair demand for space. 
This demand may be analyzed through 
renting surveys such as those made at 
regular intervals in most cities by the 
local association of building owners and 
managers. Such a survey for the city 
of Chicago reflecting conditions as of 
May 1, 1929, is shown in Table I. 
Vacancies for the city as a whole are 
indicated at 17%. 


May, 1929, OFFICE-BUILDING RENTAL SURVEY 


Buitp1inc ManaGeErs’ ASSOCIATION OF CHICAGO 


(Figures represent square feet of rentable area above first floor) 











No. of | 


Percentage of Vacancy 


Street | Total Area| Vacancy ori ee em ee 
Bldgs. F May Jan. May 
| 1929 1929 1928 
ict i sg | so8ss,a07t,t0a,6qs] tg | an | 
Wabash Avenue nr Agog cept ie ye en 
State Street... — |. oe 34) — ae) a 
C 28 2, ’ 5 re P : 
Dearborn Street 666,133; 348,095 ; a ~ 
paris ~ 13 2,136,179 265,054 ‘32 .08 .O9 
Clark Street... a aS anal Sa ee - is oa 
La Salle Street pe . i ay ye po I 
Wells Street & West > | 393452994) 7951508 Ps = 3 
146 (22,608,457 3,776,592 17 om 14 
Indicated absorption or increase in occupied area, January to May... 438,773 
Space under lease but not occupied... 157,640 
Vacant store space reported... . 102,101 
New Buildings for October 1, 1929 (2 buildings and 2 additions)... 832,480 
. 902,877 


New Buildings for May 1, 1930 (3 buildings).... 


lating to the following stages of 
‘evelopment and having to do with the 
haracter and rentability of the space 
ve attempt to market—(1) Demand; 
2) Location; (3) Development of plans; 


ATs ny NMWFYTIY rrArare:e YrmarTmrmrarsy 


AaTI™N 


It is interesting in analyzing such a 
survey to check it with a_ supple- 
mentary study showing the distribu- 
tion of vacancies according to buildings. 
Such an analysis is indicated in Table II. 
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It shows, for instance, that in Chicago 
out of 136 buildings 73, or more than 
50%, having an area of approximately 
12,000,000 square feet out of a total 
area in the city of 21,000,000 square 
feet, are over 90% rented. Of these, 
eleven buildings with a total of 
2,500,000 square feet have no vacancies. 
These two studies will indicate the 
general and specific rental situation 
prevailing. 


Taste II. January, 1929, OFFICE-BUILDING 
RENTAL SURVEY 
c PA 

Cc i") j = 
3 = | 3 f|* 
> 2 a = | © Pi a > 
cs S = } & ee YZ 
sce : «3 a ce c 
cs v4 > -_ foe) 3 ao 
oS E ef ° 3} ° 
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} 

0 | II) 2,436,743 12 0 0.0 
5% or less. | 34) $,124,450) 25, 136,632) 2.7 
6% to 10%....| 28) 4,263,739 20| 372,541 8.7 
11% to 1§%....| 23) 4,081,315 20| 526,822 12.9 
16% to 20% | II 1,865,155 9 341,19018.2 
21% to 30% -| 14) 1,519,636 7 400,725 26.3 
31% to 40%... 6 543,676 3) 195,056 35.8 
41% to 50%.. 5 521,830 2) 244,153 40.7 
51% and over..} 4 424,315 2) 279,623 65.8 
136 20,780,865 100 2,496,742 12.0 





A further survey of interest is one 
shown in Table III prepared by Mr. 
Donahey a few years ago for the city 
of Detroit. This survey indicates the 
number and percentage of tenants occu- 
pying areas of varying sizes. It is par- 
ticularly important in its relation to the 
development of building plans inasmuch 
as the depth of office space depends 


Taste III 
A 
es verage 

Tenants Se Occupied S Lin 

“ | Square Feet qu 
18 62 10,000 180,000 
13 45 7,500 | 97,500 
11 38 6,000 66,000 
22 76 5,000 III,000 
33 1.14 4,000 | 132,000 
116 4.02 2,500 | 290,000 
125 4.33 2,000 250,000 
3890 13.50 1,000 | 389,000 
311 10.80 750 } 233,250 
683 23.70 500 | 341,500 
1,163 40.30 300 and 348,900 

less | 
uitsaieti 

2,884 100% 2,439,150 


upon the size and kind of tenants that 
are to occupy the building. 

Studies made in several cities revea] 
the rather surprising fact that the 
average office tenant occupies less than 
1,000 square feet of space. Accepting 
this figure and Mr. Donahey’s figures as 
typical, the Building Planning Service 
of the National Association has reached 
the conclusion that 40% to 45% of the 
space in a building should be 20 feet in 
depth, 40% to 45% of the space 25 
feet in depth, while the remaining 10% 
to 20% should be 28 to 30 feet in depth. 

An interesting observation on the 
question of depth of office space is 
that the greater the depth of space, the 
less rental per square foot can be 
obtained for it. For instance, if space 
15 feet in depth will bring $4 per 
square foot, space 30 feet, or twice as 
deep, would bring appreciably less per 
square foot. Most building managers 
feel that after a distance of 28 or 30 feet 
from the windows has been reached, 
additional depth of space adds very 
little to the monthly rental which the 
tenant is willing to pay. It is only in 
the case of very large tenants who 
want big working rooms, that deep 
space is usable. 

The importance of location is so 
apparent as to warrant devoting but 
little time to it other than to repeat 
Mr. Douglas Scott’s idea as to the most 
important element in the success of an 
office building. As the story reached 
me, Mr. Scott stated that in his opinion 
there were three factors of outstanding 
importance—(1) location, (2) location, 
and (3) location. This may be some- 
what of an exaggeration but it comes 
fairly close to being correct. Location 
is unquestionably the base on which all 
other factors of the development rest, 
especially the salability of the space at 
satisfactory rentals. 
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Development of Building Plans 


Any building manager who has strug- 
cled with the sale of space in a poorly 
seveloped building, even though it may 
enjoy an excellent location and a market 
‘» which there is a good demand for 
space, can fully appreciate the necessity 
for exercising extreme caution in the 
oreparation of office-building plans. 
There has been made _ available 
through the National Association of 
Building Owners and Managers a ser- 
vice of great value and broad signifi- 
cance. I refer to the Building Plan- 
ning Service. It was my privilege six 
vears ago, as Chairman of the Straus 
Building Committee, to play a part in 
arranging the first assignment of that 
service. Although the steel framework 
f the building then under construction 
had reached the eighth and ninth 
stories and despite the fact that our 
plans had been very carefully studied 
by ourselves, our architects, and three 
groups of consulting engineers, the 
suggestions of the committee resulted 
in changes that saved approximately 
$250,000 in building cost and increased 
the net rentable area of the building 
about 20,000 square feet. The cost 
f{ that service to the building as I 
recall it was about $5,500. I have 
followed this branch of the Associa- 
tion’s activities with a great deal of 
interest. I have seen it function on 
several assignments and have had an 
opportunity to observe the care with 
which every detail affecting the renta- 
bility of space is studied by those whose 
experience is based on the actual 
renting and operation of similar prop- 
erties. I know of no assignment where 
the committee has failed to effect an 
improvement in the plans and to leave 
‘ts impress in the form of a building bet- 
ter suited to serve its purpose. In 


many cases it has completely rede- 
veloped the plot solution. 

If the plans of a building have been 
reviewed by the Building Planning 
Service, its management may feel 
reasonably assured that those elements 
of architectural design, equipment, and 
layout having a particular bearing on 
the rentability of the space have been 
well developed; that column centers 
will be well placed at 17 to 18 feet; 
that office space will be well distributed 
between 20 to 30 feet in proper propor- 
tions; that the dark spaces will be 
utilized by utilities; and that such 
utilities including the elevators will be 
concentrated as much as possible in 
one section of the building to permit 
the greatest flexibility of floor develop- 
ment for large or small tenants. ‘Too 
much emphasis can not be placed upon 
the necessity for elasticity in all the 
arrangements made for subdivision of 
office space. With the ever-changing 
tenancy of modern office buildings, 
flexibility is of the utmost importance 
if heavy operation cost and rapid 
obsolescence are to be avoided. In- 
terior columns, for instance, should be 
placed wherever possible near corridor 
lines so that subdivision into areas 
larger than the unit space is possible in 
renting. Light outlets should be placed 
in the outer columns instead of on 
partitions in order to save expense when 
partitions are moved. Plumbing and 
heating facilities should also be so 
arranged as to secure the maximum 
economy in making future alterations 
of space. Corridors should be so ar- 
ranged that dead ends may be closed 
up and thrown into office space for 
larger suites. Windows should be 
adequate in size, with corridor doors 
opposite windows and never opposite 
the stone work or mullions dividing 
them. 
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Taste IV. Data on Piot SoLuTION FoR THE Straus BuILpING 


Size of lot: 171.8’ X 160.8’. Area of lot: 27,625 square feet. 
Height of main shaft of building: Street exposure, 260’. 
South Court, 303’ 10”. 
Alley, 289’ 9”. 
South Exposure, 293’ 10”. 
otal height of building including tower from street line: 475’ approx. 
Depth of ash conveyor pit below curb line: Approx. 51’ o”. 
Depth of sub-sub-basement floor below curb line: 43’ 3”. 
Area of sub-sub-basement: 9,575 square feet. 
Depth of sub-basement floor below curb lines: 29’ 9” 
Area of sub-basement: 26,535 square feet. 
Depth of basement floor below curb line: 14’ 6”. 
Area of basement: 32,135 square feet. 
otal height of structure from sub-sub-basement to tower: 330’ 3” to level A. 
Net rentable area on ground floor exclusive of space occupied by building entrances and S. W. Straus & Co 
entrance: 17,826 square feet. 
fotal rentable area including basement: 440,000 square feet. 
Percentage of net rentable area typical floor to lot area: 61.8%. 
Net area per floor on typical floor: 17,068 square feet. 
Gross area per floor (typical floor): 23,007 square feet. 


Percentage of net rentable area to gross floor area (typical): 74.2° 
Percentage 
Area of Enclosed 
Sq. Ft. Floor Area 
Cypical Fk Conditions: Area of lot 27,625 
Less space taken by: 
Area of court (50’4”" & 56’8”’) 2,852 
Exterior walls and court walls 1,766 
4,618 
Net enclosed floor space: 23,007 
Less space taken by: 
Elevators, freight and passenger 858 3.729 
Smoke-stack, stairs, vent shafts 943 4.099 
Toilets, closets, cut-outs, etc. 476 2.068 
Corridors and corridor partitions 3,662 15.910 
5,939 25. 806 
Net available floor space 17,068 


Width of Corridors: Between elevators—10’ 


South corridor carrying all of traffic—8’ 
East, north and west wings of corridors—7 


; 


1 , ” + oi 


Size of corridor doors in clear: 3’ 5” X 7. Size of transoms over doors: 2’ 014” X 3’ § 
Dimensions of glass panels in doors: 2’ 6” X 5’ 6”; in transoms: 1’ 8” X 2’ 6”. 
Size of windows: Michigan Avenue—4’ 2” X 6’ 10” 

Jackson Boulevard—4’ 4” X 6’ 10” 


evs 6’ I 


West exposure (wire glass)—4’ 4” X 


” 


South exposure (wire glass)—4’ 6” X 6’ 10” 
Court exposure—s’ 3” X 7’ 2” 
i r-to-floor height: 1111”. Floor-to-ceiling height: 10’ 1” 
Size of unit bay re XC ak". 
Poilet facilitic Alternating, two floors for men, one floor for women; on court using space with o 
one window. 
Elevator facilit Location—south wall two banks, six cars each, serving Ist to 15th and 15th to 21st 


and tower respectively. Bank of two additional cars serving tower area exclu 
sively. One freight elevator. Two additional elevators for Straus employee 


al P 
n—stairways around court upper part of building; smoke-stack, vent flu 
ind freight elevator south wall; fire hazards; protection of exterior openings 
Campbell metal windows—wire glass South and West walls. Fireproof door 
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The original plans, for instance, of a 
ilding which my company is renting, 


slaced the elevators at the north end of 
she building and the toilet facilities at 


- south end, necessitating the main- 


iv 


-enance of a typical corridor giving 
accessibility to the toilets on every 
Soor and preventing the use of corridor 
-pace in the development of large-area 


ayouts. The plan has been greatly 


mproved from the standpoint of rent- 
bility by shifting the toilet facilities to 
‘cations close to elevators and served 


rom one of the elevator corridors. 


Financing Plans 


A poorly conceived financial plan will 
sult in considerable difficulty for the 
uilding manager and owner. Space 


vill permit but a few brief comments on 
this important phase of property 


evelopment. 
In the first place, select an invest- 
ent house of unquestioned integrity 


nd long experience in this field of 
nnancing. Such an institution will 
maintain architectural, engineering, 


gal, and underwriting departments in 


charge of highly trained men whose 


xperience enables them to render 
nvaluable assistance in the formulation 
. sound building program. 
By all means avoid heavy amortiza- 
ncharges. Prepayments should not 
started for at least four or five years 
ter the completion of the property to 
w sufficient time for it to reach its 
rmal earning capacity. Even then 
initial amortization should not 
ced 2% and should be held at 3% or 
throughout the life of the loan. 
rapid amortization may be 
complished, if earnings permit, 
‘rough the operation of a sinking- 
ind clause in addition to fixed 
nortization. I have seen many prop- 
ies forced into difficulty or costly 


refinancing as a result of heavy annual 
fixed prepayment charges. 

Provision should be made in the 
financing set-up for tenant changes of 
approximately $1 to $1.50 per square 
foot of net rentable area. This is an 
item that is often overlooked in 
estimating the total cost. Adequate 
allowance should be made for extras 
and contingencies, and carrying charges 
should be provided for not less than one 
year after completion. The expense 
involved in conducting a satisfactory 
renting campaign should not be over- 
looked in providing funds to carry 
through the building undertaking. 

Difficulties resulting from a shortage 
of funds soon become widely known, to 
the great disadvantage of the property 
involved. It is essential, therefore, 
that all funds required to complete the 
building and to carry it through the 
early years of operation be provided for 
in the financial program adopted before 
work is started. 


Rent Schedule 


We come now to the actual work of 
renting and the development of those 
policies in connection with the sale and 
advertising of space that have been 
grounded in all decisions made relating 
to the nature and extent of demand, 
selection of site, development of plans, 
and financing of the enterprise. If our 
decisions have been sound and if they 
are intelligently interpreted in the rent- 
al policies adopted, we may look for- 
ward with reasonable expectancy to a 
successful renting campaign. 

Our first problem is the development 
of a satisfactory schedule of rents. Our 
square-foot and unit rates will be 
determined largely by the _ rentals 
secured for similar space in comparable 
buildings. ‘These rates are not difficult 
to ascertain. Our main problem is to 





5° 


HARVARD BUSINESS REVIEW 






















48 th FLOOR 
4tth. 
46th. 
45th. FLOOR 
aah 
43rd. 
4nd. 
41 st. 
40th 
oe 
36th 
37+th.FLOOR 
36th. 
35th 
34th 
33rd 
nd 
3) st 
30th 
29th 
28) 













26th FLOOR 
25th. 
4th. 
3 
22nd 
21st. 













I9+h. 


1th 
6th 
5 th 
4th. 


3rd. FLOOR _ 
2nd. FLOOR 





a 5 





FIRST FLOOR 


RENTAL CHART 








A A A A AS Pe Cee ee 





OFFICE-BUILDING RENTING AND ADVERTISING POLICIES 51 


work out a schedule so perfectly balanced 
that the right adjustment has been made 
on the basis of the varying character- 
‘stics of the space. The rental rates in 
the One La Salle Street Building range 
from $2.75 to $5.00 per square foot. 
The first zone in the tower is scheduled 
at $4.50, the second zone at $4.75, and 
the top zone at $5. The rates in the 
main shaft range from $2.75 to $4.25 
per square foot from the sixth to the 
twenty-first floor. The twenty-sec- 
nd to the twenty-fourth, inclusive, 
carry rates approximately twenty-five 
cents per square foot higher than the 
foors immediately below. ‘The lower 


' rates apply to space in the lower part of 


the building, facing an alley in one case 
and a light court in the other. No 
differentiation has been made in the 
rate on the street-frontage spaces 
according to height in the building. 
The light conditions on the court and 
alley space, however, improve con- 
siderably in the upper portion of the 
building. To compensate for this 
factor four zones have been created, 
each carrying a somewhat higher rate 
than the zone immediately below it. 

It is important to study carefully the 
application of the rental schedule as 
space is rented. If a zone is under- 
priced it will rent rapidly. If it is over- 
priced, it will drag. <A plat such as is 
indicated in the Rental Chart will enable 
us to detect the weak spots in our 
schedule of rates. It consists of a 
diagrammatic chart, each office being 
represented by a vertical column and 
each floor by a horizontal. Filling in 
the chart as space is rented will enable 
us to detect immediately the space that 
is selling most rapidly and that which 
is dragging and will indicate where 
adjustments, if any, are required in the 
schedule. ‘The chart has been used in 
connection with many renting cam- 


paigns, but I have not seenit so well 
worked out in any as it has been applied 
by Mr. MacLachlan in the renting of 
the Penobscot Building in Detroit. 

Ground-floor rentals will also be 
determined largely by prevailing rates 
for comparable space in other buildings. 
The use of the percentage clause in con- 
nection with ground-floor leasing has 
been so thoroughly discussed that it is 
hardly necessary to review it here. Its 
application invariably involves a reduc- 
tion of the fixed rental that might be 
secured on a straight lease, but this 
reduction is often more than compen- 
sated for in the increased rentals result- 
ing from large gross volumes of 
business. The clause is especially 
effective in chain-store leasing, where 
competent management is assured; it 
is also especially applicable to property 
that has not reached its highest de- 
velopment. It has, of course, been 
designed to enable an owner to par- 
ticipate in the increasing value of his 
ground during the long-term periods 
ordinarily covered by shop leases. 

The following schedule of discounts 
applicable to areas of various sizes 
has been adopted in connection with 
the One LaSalle Street Building rental 
schedule: 

For areas from 1,500 to 2,500 square feet allow 2% 

from schedule 

For areas from 2,500 to 3,500 square feet allow 3% 

from schedule 

For areas from 3,500 to 4,500 square feet allow 4% 

from schedule 

For areas from 4,500 to 5,500 square feet allow 5% 

from schedule 

For areas from 5,500 to 6,500 square feet allow 6% 

from schedule 

For areas from 6,500 to 7,500 square feet allow 7% 

from schedue 

For areas from 7,500 to 8,500 square feet allow 8% 


from schedule 
For areas from 8,500 to 10,000 square feet allow 9% 


from schedule 
For areas from 10,000 or over square feet allow 10% 
from schedule 


Experience has shown that large ten- 
ants in a competitive market usually 
secure some advantage in price over 
the tenant using less space. The 
schedule of discounts outlined has been 
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‘ncourage early closing of leases with 
firms of sufficient prominence and pres- 
act other firms in the same 


ive to atti 
line or in similar lines of business. 
(his may also be said of the policy 


relating to corridor At the 


present time we are making no charge 


space. 


space included in large-area 
This done to 
‘ncourage early closing of leases. Lat- 
in the campaign we shall probably 


, 


j ee 
Or Corrido! 


also 1s 


change this procedure and charge the 
tenant $2 per square foot for corridor 


‘ 


re 


I! several 


pace, 


Lease forms, wherever possible, 
hould carry a tax-participation clause. 


(his clause should spread the assess- 


ment resulting from an increase in 
axes in the proportion of the area 
occupied by the tenant to the total 


ntable area, not, as has been done 
the basis of the 
rcentage of the tenant’s rental to the 
tal rental of the building. ‘The latter 
ethod gives the tenant the right to 


on 


Cases, 


demand an accounting of the books. 


lhe former method suggested entitles 


only to a certified statement of 
ble irea 
In the case of a new building, the 


should also carry a completion 
e relieving the lessor of liability in 


vent of delay in the delivery of 
‘ 7 
t Broad powers should also be 
by the lessor in the control of 
R Organiza 
e de ment of a rental organ- 
ily important to have 


senting 


er nre 
Criy rep! 


the building to prospective tenants. 
This is especially true where it is hoped 
to develop occupancy of good cali- 
ber. It is essential that the renting 
organization be brought together long 
in advance of the completion of th 
building. Small tenants invariably de- 
lay negotiations until three or fou 
months in advance of the expiration of 
their leases. Large tenants, however. 
begin to give serious thought to the 
problem of moving twelve months o: 
more before their leases expire. 

I know several astute building man- 
agers in Chicago who make it a point 
to renew or extend leases a year or 
more in advance of their expiration. 
This procedure is partly due to the more 
or less unfortunate practice of assuming 
leases, a practice that is more easil; 
condemned than avoided. I am not 
familiar with any large building in 
Chicago rented under highly compet- 
itive conditions that has not adopted 
this policy to some extent. ‘The whole 
assumption situation is one that re- 
quires extreme caution in its handling 
if trouble and loss are to be avoided. 

It is extremely important to develo; 
a nucleus of tenants enjoying high 
standing in their respective fields earl} 
in the renting campaign. Nothing will 
attract tenants more readily than the 
atmosphere of prestige and dignity 
accruing to a building housing an excep- 
tionally fine class of occupancy. Noth- 
ing will drive desirable tenants out of a 
building or prospective tenants awa) 
from it more quickly than the housing 
or renting of space to questionab 
businesses. 

There is one building in Chicag 
that might be cited as an excellent 
example of the importance of this policy, 
not only during the initial renting 
campaign but in the years that follow 

_ : * 


1 ney : : . , 
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ture, and with all the elements are using a spread of from two to seven 


ants, rchitectul 
10ped uired to give it an attractive back- yearsand endeavoring to balance expira- 
cali- sround for desirable tenants. In its tions evenly over this period. 

Nting nitial campaign it attracted many I have in mind the case of a 15- 
long ‘rms of high standing. Subsequently, story building in Chicago that had 
f th wever, tenants of less desirable char- leased 80% of its area to one class of 
ly de- ter filtered into the building to such tenants with all leases expiring at the 


LA 


ipants are rapidly moving out. of their leases, the tenants appointed 
opinion there are few factors of a committee to negotiate with the 


four n extent that the better class of same time. Prior to the expiration 


On O] 
ever, 


> the reater importance to the continued owner of the building on_ renewal 
iccess of an office building than the conditions. Their demands could not 
evelopment of a fine class of tenants. be met without jeopardy to the prop- 


man- \ building that is successful in keeping erty. As a result they moved in a 
oint it undesirables, or business firms that body to a building just completed. 
ir O! ttract an undesirable element to the The owner not only suffered a substan- 
tion. iilding, soon acquires an atmosphere _ tial loss of income but was put to heavy 
more f prestige and distinction that enables expense in remodeling the space to 
ming secure higher rates than buildings suit other requirements. ‘This situa- 
asily joying a less favorable standing. tion might easily have been avoided by 


n efficient layout department under _ staggering the leases. Unless this pol- 
direction of a competent head is _ icy is carefully followed, one may find a 
tial in connection with the renting large percentage of leases expiring in a 

ign of a large building. A smart difficult and highly competitive market. 
ut man can often meet the require- Another policy of importance is that 
nts of a tenant in much less area of concentrating leases as space is 
in that tenant may be using in rented, leaving large unbroken areas 
building. An efficient layout available in the final stages of th 
ace of high square-foot value will campaign. Many buildings after reach- 
develop a lower monthly and_ ing 60% or 65% occupancy find thei 
al rental than the tenantis paying vacancies scattered throughout the 
heaper space inefficiently developed building with space available only 
ther building. These layout ex- in small units. Vigilance on the part 

make a study of the tenants’ of the building manager will result 
nents and develop carefully in an orderly absorption of space as 
pared plans showing the most eff- leases are closed. One of two policies 
t arrangement possible in our build- is generally adopted by Chicago build- 

Often many redrafts may have to ing managers in the installation of 
nade before the right solution is special layouts for tenants. In some 
cases, the total cost of work shown on a 


ther 


The service impresses the 
and, as we have typical subdivided floor is credited to 
the cost of a special layout prepared 
he excess, if any, 


favorably 
veloped it, is proving of considerable 
lue is consummating leases. for the tenant and 
ise expirations should be spread charged to the tenant. In other cases 
enly as possible over a period of the owner of the building agrees to 
to avoid a large percentage of install all typical work without charge 
nt space at any one time. We and the tenant is to pay for special 
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work only, such as counters, cashiers’ 
windows, wainscoting and so forth. 
The latter arrangement is, in my opin- 
ion, preferable for the reason that it 
limits the charges to the tenant to 
specific items that can be readily 
checked. It obviates much of the 
trouble arising in the collection of 
charges resulting from the use of the 
first procedure mentioned. 

In so far as practicable, partitions 
should be installed only as areas are 
rented. Even the installation of corri- 
dor walls where the floor plan permits 
should be delayed as long as possible. 
One building recently completed in 
Chicago built seven floors of typical 
subdivided offices. Much of this work 
will undoubtedly have to be torn out 
and rebuilt as the space is leased. 
It has been my experience that an 
initial order of approximately 60% 
of typical cabinet work, doors, and 
miscellaneous equipment will take care 
of the requirements of the average 
large building under a normal absorp- 
tion of its space. In connection with 
these contracts unit prices should be 
worked out which will permit the 
purchase of additional equipment, 
should the initial supply fail to cover 
requirements, and provide a reasonable 
attic stock. 

Advertising 


Mr. Theodore F. MacManus has 
written a book on advertising, entitled 
The Sword-Arm of Business, which is 
unquestionably the best work of its 
kind that has come to my attention. 
Its title-page inscription reads, “‘Give 
me a pencil and a writing pad and I 
can make a business.” I am quoting 
Mr. MacManus in the following: 

When we seek the one great fundamental 
which underlies the principle and the 
practice of advertising, we need go no 
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further than the simple psychological fac: 
that people are susceptible to suggestion 
We live, move, and have our being in q 
swirl of suggestion from morning unt 
night and from the age of reason to the edge 
of the grave. One suggestion accepted 
by one person becomes his or her persona! 
opinion. This personal opinion accepted 
by a group of people becomes the thing 
known as public opinion. A favorable 
public opinion concerning a man or a 
manufactured product becomes the thing 
known as reputation and good reputation 
in turn sells goods. 

Therefore any system which can accu- 
rately and almost automatically produce 
the thing known as favorable persona! 
opinion; and, by multiplying it in many 
minds, create the thing called public 
opinion; and out of that, generate the 
thing known as reputation, or good-wil|— 
any system which can ever reasonably 
assure us of such results is bound to be 
almost priceless in value. 

If a multiplicity of people can, by 
suggestion, be induced to approach the 
purchase of a product with a conviction of 
its honesty and goodness, they approach 
it with a preference and a predispositior 
in its favor. No state of mind which 
personal salesmanship can arouse in them, 
is comparable—in its effect on the decision 
—with this self-induced opinion, formed 
as the result of a long and frequent series 
of prior suggestions. 


If we apply this principle of adver- 
tising to an office building—and | 
believe it is peculiarly applicable t 
an office building—we must at the 
outset decide on the opinion we want 
to create in the public mind and then 
carry out all the various activities 
our advertising and publicity campaign 
with the clear purpose of establishing 
that opinion. 

A properly studied advertising cam- 
paign will, of course, be based on the 
careful analysis of those factors whic! 
will influence tenants in the selection 
of office space. These factors ma) 
be briefly stated in the order of thei! 
relative importance as follows: (! 
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Location; (2) Character of building; 
:) Character of tenancy; (4) Rental 
rates; (5) Type of service. 

Our advertising will consist of four 
major divisions: (1) Newspaper adver- 
tising; (2) Direct by mail; (3) General 
publicity; (4) Miscellaneous. 

All activities carried under these 

ur heads should be concentrated on 
the one objective of establishing a 
favorable opinion of the building and, 

the case of the direct-by-mail ad- 
vertising, of producing inquiries for 
space. 

Newspaper advertising has a very 
well-defined part in the sale of office 
space, not so much in the development 

inquiries as in creating a suitable 
background for all other advertising, 
publicity, and renting activities. 
Newspaper advertising should be of an 
nstitutional character, designed to 
create prestige for the building and to 
make it well and favorably known 
hroughout the locality it serves. One 
should not anticipate receiving a large 
number of inquiries from such ad- 
vertisements, or as a matter of fact 
rom the extensive newspaper campaign 

e may have in mind for a building; 
but, if that advertising is well done, it 
will create a favorable opinion in the 
mind of the prospect that will be of 
nvaluable assistance to the salesmen 
when they make their calls. I believe 
that newspaper advertising properly 

ne during the initial stages of the 
building undertaking will gain for it 
in public good-will an asset of substan- 
tial and continuing value throughout 
the life of the property. 

The possibilities of effective direct- 
by-mail advertising are almost un- 
umited. Folders, booklets, magazines, 
blotters, as well as letters may be used. 
All of this material should be carefully 
Prepared and sent to a selected mailing 


list. General mailings may be made to 
all classes of prospects. Specialized 
mailings may be used addressing certain 
pieces of advertising or letters to specific 
fields, such as the building and real- 
estate field, to firms engaged in the 
steel industry, to men of the legal 
profession, and so forth. 

Probably one of the most unique 
as well as effective pieces of direct-by- 
mail work was done in connection with 
the publication of the Straus Building 
Magazine. This magazine was of 
pocket size, printed on the best grade of 
paper and carrying illustrations pre- 
pared by well-known artists. It was 
edited by a house-organ specialist of 
exceptional ability. Each of the seven 
issues carried return post-cards request- 
ing salesmen to call. Almost one thou- 
sand of these cards were returned to the 
office of the building. We are now 
considering the publication of a similar 
magazine on the One LaSalle Street 
Building. We are also using a pre- 
liminary rental folder that is a good 
example of the printer’s art. It em- 
phasizes the beauty, character, and 
atmosphere of the building. It has 
little to say about structural details 
but includes floor plans printed in 
blue-print fashion and to actual scale. 
These folders are being mailed to a 
carefully selected list of prospects. 
Blotters, carefully designed, will prob- 
ably be used from time to time. All 
of this direct-by-mail advertising will be 
based on that one underlying and 
fundamental thought of creating a 
favorable opinion and high regard for 
the building. 

Publicity 

There are countless opportunities for 
desirable local and national newspaper 
publicity in connection with any large 
building undertaking. There is some- 











fascinating about the erection 
People are inter- 
ested in reading about it. Newspaper 
columns are for material of the 

type properly prepared. ‘To be 
effective, however, publicity work re- 
quires skill and experience. As an 
example of one means of carrying out an 


thing 


f a great building. 


open 


right 


effective publicity campaign, I might 
case of the One LaSalle 
We have engaged 
the services of an experienced news- 
paper man who devotes a large part 
of his time to the preparation and 
release of materials to newspapers and 


cite again the 


Street Building. 


magazines. ‘The destruction of the 
ld Tacoma Building—the world’s 
first all-steel frame skyscraper—af- 
forded an unusual opportunity for 


national publicity which we endeavored 
the full extent. 
Throughout the building period our 
Public Relations Director will keep the 
press and the magazines supplied with 


Oo capitalize Lo 


stories of general interest about the 
building, the combined and cumu- 
ative effect of which can not help 


being of real assistance in the renting 
f space. 

Supplementing our newspaper, direct- 
by-mail, and publicity activities will 
be the chain of special features, such as 
he erection of an attractive barricade 
the building; the use of well- 
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especially at the site. These board 
may be developed, if desired, to includ 
a removable panel on which the mate. 
rial may be changed at regular interva| 
Moving pictures taken of a building 
during construction often gain inter. 
national distribution. An attractiy 
renting office on the site while th 
building is still under constructio; 
is good advertising and often direct}; 
productive of live leads. Inspectior 
trips through the building may | 
arranged for associations, engineerin; 
and architectural classes, and so forth 
Announcement cards carrying a pictur 
of the building are sometimes suppliec 
without charge to the tenant. Thes 
and many other special features may 
be developed which in conjunct 
with the general advertising and pul 
licity campaign will cause the buildin; 
to become well known and, if proper): 
done, favorably regarded. 

And, going back to Mr. MacManu 
theory of advertising, if all of thes 
activities result in a favorable opinion 
the space it has to sell will be considered 
with a “‘ preference and a predispositi 
in its favor. No state of mind whic 
salesmanship can arouse 1 
-in its effect 
this self-induce: 


personal 
them is comparable 
the decision—with 
opinion, formed as the result of 





rer 
> 


long and frequent series of 


suggestions. 
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QUANTITY BUYING FROM THE SELLER’S 
POINT OF VIEW 


By E. P. LEARNED 


MANUFACTURING company, 
for reasons of its own, had 
given more favorable prices to 
e customers than to others. An 


m 
nteresting flare-back of this policy has 
risen as the result of the merging of 
, number of these customers in buying 


rganizations. One of the former 
vored customers is now a member of 
ich a consolidation. The buyer for 
e consolidated company in conference 

the sales manager of the selling 


wer of the new merger and asked the 
ales manager to quote the best price to 


the consolidated group. ‘The sales 


nanager quoted the price at which this 
articular buyer’s store had previously 
irchased its goods. 

“Your best price, then, is 41¢? 


You must remember that the organiza- 


for which I am buying will give 

19 outlets and will build up a 

nsiderable volume during the course 
1 year.” 

lhe sales manager smiled uneasily. 

“That’s the best I can give you, I am 

raid. Qur usual price, from which we 

io not ordinarily deviate,is45¢. We’re 


iving you practically 10% as it is.” 


“In that case,” came the startling 

ply, “Vll order 50 cases for the 

unt of the Arkway Company, 

of our members. The price, it 

be understood, will be 39¢, the 

rice you have been accustomed to 

uve to Arkway. In a day or so [ll 

nd you shipping directions so that 

1 can distribute these 50 cases 
ng our members.” | 


Caught in the trap of his own setting, 
the sales manager was forced to sell 
the 50 cases at the lower price, and one 
secret price, granted because of “highly 
unusual” conditions, became the stand- 
ard price for what promised to be a 
generous percentage of the manu- 
facturer’s volume. 

This is by no means the first instance 
in which a manufacturer has had 
to face a problem of this sort. Whether 
the new company in question is a 
merger of independent stores, of whole- 
salers, of chain stores, or of manufac- 
turers makes little difference; each of 
these distribution outlets has given 
manufacturers cause to reconsider their 
price policies. 


Group Buying 


Chain stores early in their develop- 
ment asked for the jobber’s price.! 
The geographically concentrated chain 
could and often did do its own ware- 
housing; it performed the wholesale 
function and it demanded and secured 
the jobber’s price. ‘There was an out- 
cry against this practice, but today 
it is firmly established in many trades, 
though there are some companies which 
refuse to sell direct to chain stores. <A 
different type of chain—the one with 
geographically scattered units—has 
created another’ problem. ‘These 
chains, too, want jobber’s prices, though 
frequently they require that merchan- 
dise be shipped in small units to thei: 


1 By “jobber’s price” is meant the price at w! 


iobbers buy from manufacturers. 











individual stores. Not unlike this lat- 
ter type of chain-store system are the 
buying syndicates for retail stores, 
which usually require individual billing, 
packing, and shipping for each store. 
It should be noted that, so far as 
servicing requirements are concerned, 
these chains and buying syndicates 
are no different from independent retail 
stores and perhaps can not fairly 
expect to receive the jobber’s price. 

In the field of wholesale purchas- 
ing there have been changes, too. The 
old-line dry-goods wholesalers - still 
exist, but their number is dwindling 
each year; even now there is talk of a 
consolidation among them similar to 
that formed last year in the drug trade. 
The buying power of the consolidation 
may be no greater than that of its 
individual members before merger, but 
there is no denying the fact that most 
manufacturers think that it is stronger 
and more to be feared. The last 
year has also witnessed a wave of 
wholesaler-retailer cooperative schemes 
in the grocery trade; in most instances 
these organizations were formed with 
the idea of counteracting chain-store 
competition by securing for retail mem- 
bers the type of advertising allow- 
ances which chain stores were reputed 
to receive from manufacturers. The 
wholesaler usually has taken the initia- 
tive in these plans as one move in the 
struggle for existence. Backed by a 
group of stores associated with his 
company, he could bargain with sellers 
of merchandise for allowances. These 
oftentimes were passed on to the re- 
tailer, helping him to reduce the net 
cost of the merchandise. Without en- 
tering into a discussion of the problem 
of advertising allowances to coopera- 
tives, we may say that these coopera- 
tives are not all bona fide schemes; 
many of them, moreover, because of 
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lack of coordinated management be. 
tween stores, offer little real advertising 
value to the manufacturer. The allow. 
ances in such instances are simply 
means of varying prices to customers. 
Some cooperatives and chains, however, 
do offer advantages in sales promotion, 
The seller’s problem is to draw a line 
between allowances that represent rea| 
expenditure for sales promotion and 
those representing price variations. 

The mail-order companies have always 
been large buyers from some concerns, 
Their chain stores increase their buying 
power, but the problem of servicing 
the chain stores is quite different 
from that of servicing the mail-order 
branch warehouse. Packing for in- 
dividual-store shipments is more ex- 
pensive than it is for the large lots 
that go to the warehouse stocks at the 
mail-order distribution points. And 
yet these firms place large orders at a 
time. 

Finally, there are many city depart- 
ment stores, independently owned and 
operated, that buy as much as some 
wholesalers do. They do not order 
so much in advance as jobbers do; 
nevertheless, in some cases they seek 
the jobber’s price, while in _ others 
they ask for rebates on a_ season’s 
purchases. 


The Basis for Price Variation: 
Production Costs 


Regardless of the trade outlet con- 
cerned, large customers often believe 
that they have certain rights to favor- 
able price consideration because ol! 
various advantages which they assert 
their orders confer upon the manu- 
facturer. These advantages to selling 
companies may really be summarized 
as two: the large customer, by the 
way in which he orders, reduces the 
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costs of production and distribution 
for the manufacturer, and the large 
buver offers the seller more effective 
distribution. An analysis of the facts 
with reference to these arguments is in 
point. 
One argument connected with re- 
juctions in cost is that the large buyer 
gives the seller a substantial portion 
of his total business and so reduces 
the overhead cost per unit of product. 
Without the volume from the large 
customer, the average cost of produc- 
tion would be higher. The other argu- 
ments are that the large buyer aids 
the seller in planning production and 
vives his individual orders in quantities 
which are economical to produce. 
Consideration of the first argument 
requires a general analysis of the 
relation of costs of production to price. 
For the present it is necessary to defer 
consideration of other factors which 
affect price policy and direct attention 
to the matter of cost alone. In many 
industries there are some costs which 
vary practically in proportion to pro- 
duction. Notable among these are 
direct charges for labor and material. 
At the other extreme are those plant 
charges which are fixed, which do not 
vary with the amount of the production 
in the mill. These costs are spread 
by one means or another over the 
entire output. Up to the limits of 
plant capacity, these charges per unit 
of product become smaller as_ the 
amount produced is increased. In like 
manner administrative expenses are 
in the main fixed, and the volume 
produced governs the average expense 
per unit of product. Many companies 
today load these fixed charges onto the 
product of each year on the basis 
of a normal production schedule. This 
normal schedule is usually less than 
plant capacity and often is the volume 


of product which the company could 
expect to produce in an average busi- 
ness year when business is_ neither 
booming nor depressed; in prosperous 
years, the overhead rates on such 
production schedules will more than 
absorb the fixed expense, while in poor 
times the expense will not be completely 
absorbed. Other companies, on the 
other hand, have attempted to load 
their overhead expense of each year 
onto the estimated product of that 
year: in poor years the costs are high 
and consequently in many instances 
of little value for price purposes; in 
good years, when demand is strong 
and prices are firm, these companies 
appear to have low costs and high 
profits, which too often have stimulated 
expansion in the industry. New mills 
make money when business is brisk; 
when business is slack, they help take 
business away from other mills, and 
the wild scramble for volume is on. 
Every day many operators wonder 
how they can steal a little of the 
business of their competitors and so 
run their mills more nearly at capacity 
and earn some of the overhead which 
is hard to cover. 

To follow the general argument fur- 
ther, suppose a customer comes along 
and says to a flour-mill operator: 
“You have been running your plant 
on a 10- to 12-hour basis. Here is an 
order which will allow you to operate 
nights as well as days for three months. 
What is the best price you can give 
me?’ The mill operator knows that 
he has covered his fixed expense during 
the normal-day run. Should he sell 
the customer at only a little more than 
cost of material and labor? Should 
he give the customer a part of the 
savings which he will secure from a 
lowered average cost of production? 
Or should he share a part of the savings 








ith this customer and a part with those 
ho absorb the costs during the day 
ins? Ina this sort, who has 
made possible the lower average cost? 
The customer in question says that 
he has, but without the daytime pro- 
duction to absorb the overhead, could 
the flour-mill operator afford to quote 
So it is when a company 
both large and small customers 
who give it its total volume. Large 
buyers in many instances furnish 70% 
to 80% of the business for the plants, 
ut that business by itself would not 
ve enough for profit to the company. 
the final 


case Oj 


a lower price? 


' 
nas 


The small buyer brings in 
share of the total business, absorbs 
share of the costs, and makes profit 


possible. ‘These fixed expenses may 
be considered as joint expenses incurred 

yr all the product which passes through 
the mill; it is impracticable to allocate 
these to different customers on 


the basis of the share which they con- 


costs 


tribute to the total sales. 

‘This argument runs counter to the 
practices of certain companies which 
fer lower prices to some customers in 
rder to increase sales. The direct 
osts of this new business may not be 


great and any price above these costs 
ontributes toward the absorption of 
But two 


which 


verhead. there are con- 


such a 
First, if its prod- 


iderations company 
hould not overlook. 
customers, 


than to 


cts are resold by its 


much lower price to some 


thers may cause price cutting among 
When a jobber buys 


' 
tributors. 


goods, he buys for resale—so with the 
ain tore, the retail store, and the 
nail-order house. An advantage in 


rice given to a large customer in any 
f these cases might start price cutting. 


In the second place, this volume may 


have been from a competitor. 


Unless al business in this line 
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of merchandise be increased, the co; 

petitor to strengthen his position w 

cut in somewhere on the first company 

line, and in the long run a price we 
may develop. Sales to the manv- 
facturing trade, where the produc 
loses its individuality by being com- 
bined with other materials and fashion: 

into a different article, might be con- 
sidered in a different class in this respec 

In these instances the problem of resa 

is minimized, though the question . 
discrimination among manufacturer 
is still present. A fair conclusion 
then, seems to be that, even thoug! 
some customers furnish a larger share 
of the total volume of a company tha: 
others, it is undesirable so far as the fix 

overhead expense is concerned to mak 
distinctions among customers wherey 

a problem of resale is involved. 

The commor 
advanced for favoring large customer 
who order early in a season, is that 
their orders help a mill to plan produ 
tion. Onecottonconverter gives alow 
price to large buyers who order ear! 
in the season. This converter ha 
goods finished for stock and he believe 
that the large buyer helps absorb 
risk of large printings made at tl 
outset of the season. ‘The manageme! 
of a woolen mill follows much the san 
line of reasoning when it gives favoral 
prices to large clothiers who plac 
orders at the beginning of the seasor 
the executives believe that the sele 
tions of the large customers help 
planning style production for st 
and thus reduce the style risk 
the company. In still another cas 
a rayon-goods producer gives a low 


second argument, 


price to large customers who pla 
stock 


orders against his grey 
Obviously these cases really justil) 


for different tim 


for advance ord 


price variations 


during the season 
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against orders for delivery from 


yek—rather than discriminations 
tween large and small customers. 
[f the buyer takes a large share of the 
-yle risk by buying style goods early, 


may fairly expect a lower price 


»an he would have to pay if he pur- 
hased later from stock. But, as far 
; the assumption of risks is concerned, 


c 


ere is no distinction between the 
,all customer who orders early and 


large one. 
There is a third argument connected 


th production planning: that large 
irchases help in approximating the 


nomic lot for production. An ex- 


ptionally large customer may furnish 


unusually large share of the quantity 


juired for economical production or 


may place his order at one time in 


antities that are especially econom- 


| to produce. Even though a large 


stomer does furnish in some instances 


arge proportion of the quantity 
iired for an economic lot for produc- 
, there is no economic reason that 
share of the total should come in 


‘ price advantage as contrasted with 


share of the smaller customer 
se trade was required to fill out 
required quantity. The executives 
few companies, which produce 
tock, reason that a large customer, 
orders early and contributes to 
production of an economical lot, 
es the risk for the seller on the 
printing. This argument is like 

- considered before and relates to 
time when an order is received. 
companies in fixing prices con- 

r the unit in which they produce. 
unit is likely to be one below 
they will not manufacture, for 
produced in the smaller lots, 
would mount too rapidly; on the 
hand, they could produce in 

r quantities with still lower costs. 


When the customer orders in the 
production unit that was used for 
price purposes, he gives the seller 
no saving and is not entitled to a price 
reduction. When a customer’s orders 
are so large, however, that they make 
runs considerably in excess of the unit 
used for pricing, there is an economic 
basis for passing on to the customer a 
share of the saving which his order 
creates. This saving usually is not 
very great per unit of product finished 
and is not, therefore, so likely to 
stimulate price cutting on the part of 
the one who receives it. A seller 
nevertheless should consider carefully 
the effect on his other outlets of passing 
this saving on to the single customer 
who creates it. 


Distribution Costs 


The validity of the argument that 
the buyer reduces the costs of dis- 
tribution depends upon the manner in 
which the customer orders, the method 
of packing and shipping specified, and 
the way in which orders are billed. 

For many companies the largest 
items of marketing expense are the 
salaries of salesmen and their traveling 
expenses. It is not surprising that a 
chain-store buyer or a mail-order buyer, 
who represents several establishments or 
even hundreds of stores, believes that it 
costs a seller less to sell him than it does 
to sell his independent-store competitor, 
who is reached either by a jobber or by 
direct salesof manufacturers. Itstands 
to reason that it is cheaper to sell to the 
customer who orders a large quantity 
at one time than it is to one who orders 
a small quantity. A salesman’s time 
and the traveling expense required to 
make the call are more or less fixed 
whether the order be large or small; the 
large buyer knows this and he expects 
sellers to recognize the fact in their 
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textile trades 


price policies. In the 
mail-order 


many customers, such as 
companies, jobbers, and cutters, place 
what are known as blanket orders for 
merchandise. ‘The customer agrees to 
buy several thousand yards of a par- 
cloth or cloths during the 
season; specifications as to 


ticular 
current 


color and pattern are usually given for 
a portion of the goods at the time the 
contract is signed, and for the rest of 


the order at dates agreed upon. 
Obviously the customers of one com- 
pany who order more than 40,000 
yards at one time are in a different class 
from those who order 1,000 yards at a 
There is a saving in the cost of 
large customers; whether 


time. 
selling these 
that 
another question which will be con- 
Sometimes a blanket 
to represent a 


saving should be passed on is 
later. 
order which appears 
large saving in selling cost does not 
actually do so. The resolicitation 
often necessary to get color or pattern 
specifications on the unfilled portions 


sidered 


of such orders introduces a cost tan- 
tamount to the entire selling cost on 
small orders. Under such conditions 
the blanket order is a fiction and the 
apparent economic saving is a mirage. 

Another expense of distribution 
which is more or less fixed without 
regard to the size of the order is the 
clerical expense of handling the order. 
In an article in the Harvard Business 
Review for October, 1928, Mr. Thomas 
M. McNiece demonstrated how ex- 
pensive the small order can be to whole- 
small orders can be 
manufacturers 
Two 


salers.? These 
equally expensive to 
when the unit 
textile houses have reported that the 
cost of handling orders through the 


accounting, statistical, and mill-order 


of sale is small. 


Cx sts,”” 


20-34. 


Wholesalers’ Operating 
Review, October, 1928, pp. 


2“ Analysis of 


Harvard Busine 


departments, but not including routing 
in the mill itself, amounted to 24%¢ per 
order in one case and 25¢ in the other. 
But the unit of sale in these instances 
was usually a case of 2,000 yards: 
consequently the cost of handling repre- 
sented a negligible proportion of the sell- 
ing price. There may be exceptions, 
however. For example, one customer 
who receives shipments at his ware- 
house in large quantities asks that 
individual items be _ labeled for 
individual stores to which they are to go 
and that individual bills be made for 
each store. Such a practice makes 
these orders expensive to handle. It is 
quite possible, of course, that the sav- 
ings in selling expense offset or more 
than offset the extra cost of handling. 
But many companies do not consider 
these costs at all; they take business of 
this type at lower prices than they offer 
other customers, mainly because they 
are afraid someone else will take it if 
they turn it down. Once in a while a 
company refuses an order of this kind 
unless it is compensated for the extra 
expense involved; in one case, a large 
buyer has paid an extra 5% to cover 
these handling costs. 

There are other variables in distribu- 
tion expense which might be mentioned, 
but since few companies make any 
analysis of these costs, let us consider 
factors other than cost which should 
influence the making of a decision as to 
how to handle the large customer. It 
is lamentable that more companies do 
not consider their costs in dealing with 
large customers. Many of these larg 
buyers are perfectly willing to fac 
sound economic facts, but as long as th 
seller fails to produce these facts and to 
use them in negotiation and in the 
determination of price policy, the buye! 
himself has little incentive to introduc 
them. 
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Quantity Discounts 


A common method of giving 
advantage to large customers is by 
means of the quantity discount on the 
‘ndividual order. It is our contention 
that a true quantity discount should 
not exceed the difference in cost of 
handling the small and the large order: 
‘it is larger than these savings in cost, 
‘tis merely another device for varying 
orices. No one expccts a seller to 
stimate the cost of each sales order to 
fetermine the fair differential on it; 
such a plan would be too expensive and, 
n those markets involving resale of the 
coods by different customers, it would 

t be desirable from a merchandising 

int of view to have so many prices. 
For this purpose a manufacturer must 
think in broader terms. It is beyond 
the scope of this article to work out a 
quantity-discount schedule for an in- 
lividual company; moreover, any ex- 
ample developed would be a special 
ase and perhaps not of general interest. 
But the following examples of plans 
vhich have been tried are of signif- 
icance. In the discussion of these 
examples little attention will be given 

the question of cost. It may be 
said, in connection with most of these 
schemes, that the companies did not 
make an analysis of costs but based their 
plans on other considerations. 

A converter of cotton textiles tried 
the following schedule of discounts for 
style merchandise sold to department 


| Net Price 


nantity ° , 
Quantity Price per Yard oer Yard 
10 pieces * 50¢ | 5o¢ 
al “less 24% | 4854¢ 
i agape ) “5% | 47)%¢ 
a. | * * 2% 45¢ 
55 pieces andover} “ “ soand5% 4234¢ 


normally contained 30 yards of cloth. 


This schedule of discounts applied only 
to the 37 patterns printed on Buxom 
cloth, the best selling cloth of the dress- 
goods department. A customer, for 
example, who ordered one piece of each 
pattern would be billed at a price of 5o0¢ 
a yard less 5%, since the 37 pieces 
purchased would be within the quantity 
group 26-40; if the customer purchased 
37 pieces of one pattern, he would 
receive the same price. On the other 
hand, the buyer who purchased 10 
pieces of Buxom cloth and 25 pieces of a 
different cloth of the dress-goods de- 
partment would not receive any dis- 
count on the 35 pieces bought. After 
six months’ experience with the plan, 
the converter discontinued it. The 
plan did not produce so much advance 
ordering as the merchandise manager 
had expected. While some stores 
bought a wide assortment at the fall 
openings and thus secured one of the 
quantity prices, the repeat or fill-in 
orders of these firms caused trouble. 
Merchandise managers of department 
stores were unwilling to approve re- 
orders at higher prices; they insisted on 
the original quantity price for a small- 
size order. A store, for example, that 
had bought enough on its original order 
to get a quantity price of 45¢ net had 
marked the merchandise to sell at 69¢; 
when it reordered and was asked So¢ a 
yard, it refused to pay this price 
because it was unwilling to take a lower 
percentage of mark-up on its fill-ins 
than it had received on the original 
order. In order to secure its normal 
mark-up, the store would have had to 
mark the merchandise at 75¢, and this 
it was unwilling to do. 

Two conclusions may be drawn from 
the foregoing case. One is that quan- 
tity discounts are unlikely to stimulate 
purchases of style goods. Stores are 
reluctant to buy in quantities far in 
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idvance because they want to avoid —the increasing fixity of retail-pric, 
ome of the risk of possible style brackets. The modern department 
changes. ‘The present trend of retail- store desires to offer its customers 
ing, moreover, has been toward hand- a selection of style merchandise satis. 
buying and smaller inven- factory in pattern, color, and size. 
ries in retailers’ hands; therefore, any In order to give this wide selection and 
plan of encouraging sales in substantial also keep inventories at a minimum. 
quantities runs counter to the buying stores have shown an increasing tend- 
of the dealer and is unlikely to ency to limit the number of pric 
ceed. ‘The manufacturer or whole- lines carried. Individual stores hay: 
who disregards or tries to oppose studied their own records and elimi- 
» merchandise budgets of retail stores nated the price lines in which there ha 
fighting a difficult battle in the main been little volume. For cotton. piece 
nd often a losing one. The othercon- goods the most popular prices in man} 
sion of significance is that any plan stores today are 29¢, 39¢, and 49¢ a 
quantity discounts must makecare- yard. In ready-to-wear garments, the 
ful allowance for the difficulty created $1 cotton dress has a_ tremendous 
by repeat orders. The evidence of volume; the $2 dress is also a larg 
lis case would indicate that when seller. In silks the most popular retail 
repeat orders are made within a season, prices for dresses are $10, $15, $29.50 
buyer will want to repeat at the and $39.50. Buyers go into the market 
original price unless market conditions and seek garments to sell at a certain 
have changed. Nor are these conclu- price. If they can find them ata pn 
ns restricted to department stores which will give them the typical mark- 
ne; they apply to manufacturing up of their department, they will buy, 
uyers, too, as the next case shows. other factors being satisfactory. T! 
\ silk company has a discount plan’ cutter knows that his price is practicall) 
he cutting trade which allows the set by his customer, the retailer, and 
r to select any style or com-_ that if he is to make a profit, his cost 


to-mouth 


u 


l mec! 
bination of styles from the company’s of manufacture being generally con- 
entire line, provided the entire selection stant, his buying price for material 

in one cloth and provided that must not be too high. All this come 
order in not less than a back to the producer of goods wh 
printing per style. Re- in order in turn to make a profit 
g the season are accept- must produce to meet a rigid bid pric 
he quantity price in effect ‘These facts hold true in all the cutting 
time of the reorder, on condition trades, though in the higher retail 
mpany have a minimum price brackets there is more room f{ 
The plan of this variation in amount spent for material, 

to one cloth and _ because the amount of trim used a! 
like that of tl 

differs from 
however, in its provisions Added to this fixity in prices amon 


1e cotton the amount or work of manutactu! 
1e con- are more variable. 


C 
1 
t 
i 


I 
‘r price and the minimum. cutters is their common buying hab 


iccepted. of sampling a few yards of cloth 


| ? 


of making 1t up into garments to see i 
‘ "7 } 1 , rie 
1 they look. ‘They send these garm 


nentionec 
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‘. to the market and await orders to 
jetermine how much material to buy. 
Cutters, too follow a hand-to-mouth 
buying polciy. Several cutiers in inter- 
views stated that a quantity price 
would not induce them to buy unless 
they needed the material. Price is 
a factor in their purchases, though not 
the most important factor. The sala- 
bility of the material when made up is 


_— 


primary. 

' It would appear from these cases that 
a quantity discount for style goods 
will not cause a buyer to increase his 
commitments beyond his immediate 
requirements. In the case of staple 
soods the facts are different, but space 
loes not permit discussing that 


problem. 
Period Discounts or Rebates 


Some department stores which would 
not take advantage o an individual- 
rder quantity discount do favor re- 
bates on a season’s purchases; it is 
expedient then to consider how rebate 
plans work in practice. 

The chief argument for rebate plans 
s that they will encourage buyers to 

ncentrate their purchases with one 

mpany so as to secure the rebate. 
In other words, they encourage regular 
patronage. 

A grocery-specialty manufacturer de- 

led to grant wholesalers a quantity 

unt of 5% off list prices, to be 
edited at the end of the year to the 
unt of each customer whose pur- 
hases during the year had totaled at 
t $2,500. List prices were the com- 
ny’s suggested resale prices to retail- 

. The executives of the company 
stated that the company had adequate 
ustribution. In order to keep this dis- 


tributionin the faceof keen competition, 
€ company had introduced the rebate 
plan to encourage regularity of patron- 


age and to increase the volume of 
sales. ‘The executives did not expect 
wholesalers, in quoting prices to re- 
tailers, to take into consideration the 
quantity discount which they might 
receive at the end of the year. The 
company suggested to its wholesalers 
that their credits at the end of the year 
were clear gain to them. No pro- 
vision was made in the books of account 
of the company for the contingent 
liability represented by the discount. 
In January, after the books had been 
closed, the amounts of the discounts 
were computed and credited to the 
customers. Ordinarily these discounts 
given customers were less than 2% 
of net sales. After seven years’ 
experience with this plan, only 68 
out of 1,230 accounts were eligible to 
receive the discount at the end of the 
year. 

Several points of significance should 
be noted. It does not appear that 
the plan was effective in encouraging 
patronage. That so few customers 
received the rebate may account in 
part for an avoidance of price cutting; 
the few customers who were entitled 
to the discount pocketed the gain. A 
minor disadvantage of rebate plans, 
brought out in this case, is that the 
seller does not know what the rebate 
allowances will be until the year is 
over. Reserves may be set aside, 
of course, but only on the basis of 
probability established by experience. 

Another manufacturer tried a plan 
of giving certain chain stores, in which 
he hoped to increase distribution, a 
discount of 3% on the annual sales to 
those stores. This company found, 
after a year’s trial, that the sales 
volume in these stores was less than it 
had been in the previous year. 

A company in a still different indus- 
try offered customers the following 
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rebates on annual purchases. This 
scheme was a real incentive to buyers to 
sell as much as they could to get the 
rebate Many cus- 
tomers dropped competing lines and 
concentrated on the products of this 
After some experience with 
and knowing that they 
could sell a certain volume annually, 
many customers began to take the 
rebates into consideration in quoting 
prices to the consumer. A_ dealer 
thought that he could secure some of 
another dealer’s business by lowering 
prices and that the additional business 
might bring his total to the next 
higher rebate percentage. ‘This manu- 
facturer soon found that a price war 
had developed among his own outlets. 
Within a few years the distribution 
plans of this company were demoralized 
and they have had to be completely 
revamped. 


highest possible. 


company. 
the rebates, 


Annual Purchases Rebate Percentage 


At least $ 1,000 
a 6 5.000 
10,000 


I 
3 
5 
50,000 8 
100,000 10 


The experience of one more company 
may well be mentioned. Its rebate 
schedule varied from 1 % for purchases of 
$30,000 or more to 7% for purchases 
of $600,000 or more. ‘Three per cent 
of this company’s accounts furnish 
so% of its wrervegee: 10% more of its 
accounts furnish 15% more of its sales: 
and the remaining 87 % of the accounts 
supply the remaining 35% of the busi- 
This company builds its busi- 
the foundation of the large 
users, who never worry about price 
because they are large enough to secure 
one of the large rebates; these com- 
panies take the rebates into their 
buying and selling calculations. There 


ness. 


ness on 


is another group of customers, mostly 
small buyers, who never receive 

rebate but who buy from this company 
because of its liberal credit terms, |) 
addition there is an intermediate group 
of customers, too small for a rebate and 

not dependent on the company for 
credit, who buy wherever they get the 
best immediate net price. The sales 
manager of this company admitted 
that, for 85% of the company’s cus- 
tomers, the rebate was of no significance 
in effecting sales. Rebates granted at 
the close of the season amount to 2% 
of the net sales; this amount is included 
in the mark-up. The small buyer 
therefore pays practically 2% more 
than he would if the rebate plan did 
not exist, while the large buyer wh 
receives the maximum has a net saving 
of approximately 5% 

From these cases it appears that the 
argument, that a buyer has a rea 
preference for the merchandise of the 
seller who offers a rebate, is often 
overestimated. It seems that a rebate, 
however, is in some cases more of a 
protection against price cutting than 
are quantity discounts on the individual 
order, because the buyer, not knowing 
what rebate he will receive until lat 
in the season, is unwilling to include a 
possible rebate in calculating his mark- 
up. The two cases of sliding-scale 
rebates, and particularly the one 
which a small volume of sales was 
required to get a rebate, showed th 
opposite result. Ruinous price cutting 
among dealers followed, even though 
the rebate temporarily secured a con- 
centration of patronage from customers. 
It may be concluded that a rebate 
available to many customers for a smal! 
volume of purchases is likely to lea 
to price cutting among distributors 
offering a company’s product for resa! 
A sliding scale of this character, more- 
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ver, is more likely to lead to such 
consequences than is a flat rebate, 
which in turn is less likely to cause 
administrative difficulties with cus- 
tomers. Complaints of the company’s 
failure to deliver and charge goods 
rdered in one season until the next 
season, and so preventing the customer 
from making the next higher rebate 
percentage, may be avoided. There 
; also less danger that the customer 
will overbuy to secure the higher rebate. 
Another difficulty with rebate plans 
is that what one company does another 
is likely to do also. Numerous cases 
could be cited in different industries 
where the rebate plans of one company 
have been duplicated by a competitor. 
When rebate schedules are the same 
among all competitors, there is no 
real competitive advantage in the sched- 
ule. All that has happened is that 
the companies offering the rebates 
have or should have included them in 
their mark-ups and have raised the 
general level of their list prices or they 
have failed to reduce that level as 
other conditions might have permitted. 
The only economic gain which might 
arise from such a system would be the 
concentration of orders, thus reducing 
the small-order evil and thereby lower- 
ing somewhat the cost of distribution. 
It is idle speculation, however, to 
assume that most companies give re- 
bates for this purpose; they want 
additional volume. The buyer, on the 
other hand, in most instances wants to 
secure a price advantage over some 
competitor. 

Though a rebate is one form of 
rewarding the aggressive merchant, 


it may be doubted that it aids such 
merchants so effectively as would other 
plans. A sum equivalent to that given 
the merchants in rebate credits, if 
spent for advertising or some other 


form of sales promotion, might con- 
ceivably produce more sales _ for 
the merchant, and the manufacturer 
as well, as the experience of more than 
one company has shown. It may be 
argued further that a merchant is 
not in the business of buying discounts; 
his function is that of buying merchan- 
dise that will sell at the best possible 
price in the shortest length of time. It 
is true that the average buyer will haggle 
for all the price advantage that he can 
get, whether this involves rebate plans 
or any other devices. It is our con- 
clusion, however, that both buyer and 
seller would often gain more by co- 
operating on some other form of sales 
promotion. 

We may conclude that much of the 
clamor for rebates today is made 
to secure an advantage over a com- 
petitor or over some other distribution 
outlet. It is an attempt on the part of 
the buyers to have the seller take an 
active part in the struggle among 
various types of distribution outlets. 
This conclusion should cause the manu- 
facturer to consider the future. Should 
he follow a price policy which aids one 
customer in this struggle as against 
others? Space does not permit an 
analysis of this broad question of 
business and social policy.® 

One final thought may be suggested. 
Many buyers today have taken what ap- 
pears to be dictatorial attitudes toward 
many sellers, just as vendors have 
frequently attempted to dictate policies 
to the buyers. In our opinion some 
of this antagonism between buyers and 
sellers could be avoided by facing 
economic facts in negotiation. It may 
be necessary for the seller to carry 
integration to the point where he con- 


3 See ‘Classification of Customers,” Harvard Busi- 
ness Renew, July, 1928, for consideration of a related 
problem. 
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trols his ultimate outlets. Perhaps, 
and this seems more likely, the buyers 
will acquire sources of supply. What- 
ever the outcome of this struggle, the 
increasing size of large buyers is a 
challenge to manufacturers to look 





ahead to the merchandising trends of 
the future. A study of trends and a 
consideration of economic facts in the 
light of long-run distribution plans 
would undoubtedly clarify the present 
muddled situation. 
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THE STUDENT SECTION 


THE ALUMINUM INDUSTRY 
By D. §. LOUDON anp MORGAN COLLINS, Jr. 


about which little of a general 
nature has been written. The 
object of this article is to present a 
summary of the policies of the industry 
based upon an interpretation of the 
factual background and to show the 
probable effect of a continuation or 
modification of these policies in the 
future. ‘The nature of aluminum and 
f the processes, uses, production, con- 
sumption, price, and the producers of 
aluminum is not described or discussed, 
except in so far as it is necessary to 
clarify the statement of a policy or its 
future effect.? 
The aluminum industry of the world 
s controlled by two large and prac- 
equal groups, the Aluminum 


te aluminum industry is one 


tically 


Company of America and the four 
members of the International 
Aluminum Cartel. The relative size 


and strength of these two groups may 
be seen from the following figures. 


Aluminum | 
Company Cartel 
of America 
Production in 1926 in | 
lbs a Wi one ahesat aee 240, 000, 000 230,000,000 
Capacities in 1926 in | 
Os cece eee 300, 000, 000 (35° 000 , OOO 


Included with the Sines a the comet 


were those for the few small companies 


outside the cartel but largely dominated 
by it. 
‘If the reader is totally unfamiliar with the indus- 


ry, reference is made to H. T. Warshow, Editor, 
Representative Industries in the United States. 
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The estimated production figures by 
companies for 1925 will show the rela- 
tive strength of the _ individual 
companies composing the two groups: 


Aluminum Company of United  esceenae 


America (including States 103,000 
Norsk Aluminum Com- 
-peny) 

L’Aluminium Francais... . France | 30,500 


Industrie 


Aluminium 
; Satiaecens | 25,000 


Aktien Gesellschaft . 

















Vereinigte Aluminium 
CRS pacha din keke Commenry 24,000 
Aluminum Company ‘of United | 

Canada, Ltd. States | 17,000 
British Aluminium Co., 

OS PEELE REE Cee England 11,000 
L’Aluminio Italiano...... Italy 1,830 
Aluminium Corporation, 

EM dusetadeescseecne England |__1,000 

|? 13, 330 
There have been increases both in 


productive capacity and in production 
by both groups since 1925, but the in- 
creased plant facilities of the Aluminum 
Company of Canada, Limited, a former 
subsidiary of the Aluminum Company 
of America, have placed the American 
concern far ahead of the cartel in 
productive capacity. 


Raw Materials 


The two large aluminum-producing 
groups (we shall call them groups 
throughout this article for the sake of 
simplicity) have exhibited, in the past, 
a definite policy of obtaining control of 
large bauxite deposits. ‘The Aluminum 
Company of America in the years 
between 1905 and 1909 acquired all of 
the commercially available bauxite de- 
posits in the United States. A con- 
tinuation of this policy is shown by the 
acquisition of the large deposits in 
British and Dutch Guiana, and small 
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interests in bauxite mining companies 
in France, Istria, and Yugo-Slavia. It 
is reported that the Aluminum 
Company of America is continually 
searching for new bauxite deposits and 
that it has recently been negotiating 
for bauxite in Russia. The definiteness 
of the policy, in the case of the 
Aluminum Company of America, is 
clearly seen when it is realized that in 
1925 this company used more imported 
than domestic bauxite. 

The international cartel as a whole 
has also shown a decided tendency to 
acquire all the bauxite of commercial 
value available. L’Aluminium Fran- 
¢ais controls practically all the bauxite 
in France, the Vereinigte Aluminium 
Werke controls large deposits in eastern 
Hungary, and both the Vereinigte 
Aluminium Werke and the Aluminium 
Industrie Aktien Gesellschaft have been 
negotiating for deposits in Rumania 
and Russia. The Vereinigte Alu- 
minium Werke is also searching for 
bauxite in Greece. 

It may, therefore, be said that both 
groups have shown a definite policy of 
acquiring as much bauxite as possible. 
The Aluminum Company of America 
also has shown its raw-material policy 
in acquiring fluorspar in Illinois and 
Kentucky and coal near its East St. 
Louis plant. Undoubtedly the mem- 
bers of the cartel have made similar 
provision. 

Since aluminum forms 7.85% of the 
world’s crust, there have been many 
attempts to find substitutes for bauxite 
which might under some suitable proc- 
ess be used as ore. For example, 
Goldschmidt has attempted to use 
laboradorite under a nitric-acid process, 
and Max Buckner, kaolin under a 
sulphuric-acid process. The residue 
from potash extraction, which contains 
37% alumina, has also been experi- 


mented upon; and in Germany an 
attempt has been made to use clay. 
At the present time the most feasible 
plan that has been suggested is the 
stepping-up of low-grade bauxite, 
Low-grade bauxite deposits are 
numerous and are usually fourd in a 
mechanical mixture with clay. How- 
ever, they are so much alike that they 
can not be separated by simple washing 
and must be upgraded chemically, 
The Everhart Process, which has been 
fairly successful, treats the raw material 
with a highly diluted solution of sodium 
hydroxide and certain other sodium 
salts. These act as peptizers (agents 
for reversing or preventing coagulation) 
and materially improve the ore. A 
typical comparison of the percentage of 
ore content before and after treatment 
is as follows: 
| % Before % After 


NR Sos oisiais eae ee | 48.87 | 57.85 
eer ere eT | 24-39 | 11.60 
Petrie GSI00... 2085555 2.94 | 1.76 
Titanium oxide......... 2.13 | 2.13 
Substantially the same result has 


been obtained magnetically. Leucite, 
an alumina ore, has been ground and 
magnetized, with the result that the 
non-magnetic crystals align themselves 
and may be sifted out by one of the 
usual mechanical devices. This leaves 
ore of high alumina content. 

Another interesting method of ob- 
taining suitable raw material is as a by- 
product of the fixation of nitrogen from 
the air. This, the Serpek Process, was 
experimented upon at the Norsk plant 
but apparently is not yet commercially 
possible. 

Developments such as those de- 
scribed above hint very strongly that 
the day may soon come when bauxite o! 
the grade now used may not be essential 
























































to aluminum production. When that 
time arrives the heavy investments of 
the various aluminum companies in 
high-grade ore reserves will be 
materially depreciated. It is unlikely 
that this eventuality will develop over- 
night, and, moreover, the owners of 
high-grade ore, by the application of 
they may 


any an 
se clay, 
feasible 
is the 
bauxite, 
S are 
rd in a 


How- 


at they whatever mew process ~ 
washing develop, may sul be in the best 
nically, competitive position. ‘Thus, while the 
as been dangers presented in a policy of heavy 


fixed investment in bauxite are not 


naterial 

sodium acute, they are, nevertheless, too impor- 
sodium tant to be overlooked. 

(agents It is significant to note that the 
lation) Aluminum Company of America has 


yearly been increasing the amount of 
imported bauxite used. The Arkansas 
deposits, in which the company has a 
large investment, have not been able to 
compete with ore imported from the 
Guianas. Moreover, within the last 


ore. A 
tage of 
atment 


After 
— few years it has been reported that the 
7.85 Aluminum Company of America, as 
ape well as the large European producers, 
2.13 have been seeking to obtain Russian 
— bauxite. At the same time their re- 
It has search departments have been seeking 
eucite, to obtain processes which will use 
id and materially lower-grade ores. 
at the It is reasonable to suppose that 
iselves the future will witness a cessation of 
of the the old policy of heavy commitments 
leaves in raw materials, for the following 
reasons: (1) The groups have con- 
of ob- siderable political influence to aid them 
sa by- in maintaining their position. (2) A 
1 from prohibitively large investment is re- 
s, Was quired to enter the industry. (3) Most 
plant of the men with experience in the 
cially metallurgy of aluminum and in the 
processes are employed by the groups. 
e de- (4) The best power sites are already 
r that taken or could be controlled by the 
cite of groups. (5) All the very good bauxite 


ential deposits known are now controlled. 
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(6) The groups have a large investment 
in bauxite now and wish, in view of 
the competitive situation, to avoid 
any unnecessary increase of their fixed 
charges. (7) They have all the bauxite 
they need fora good many years tocome, 
even provided that there is a con- 
tinuation of the use of the present 
methods. (8) Research may develop 
a new process employing low-grade 
aluminum ores. 

The foregoing statements show the 
reasons against continuing the policy 
of making further investments in baux- 
ite reserves. The further acquisition 
of deposits probably will and should 
be given up. 


Processes 


The attempts to find more suitable 
and cheaper raw materials have gone 
hand in hand with attempts to improve 
the process of making aluminum and 
to discover and develop new processes. 

It has been the dream of many men 
to perfect some process of direct smelt- 
ing. However, the nature of aluminum 
is such that the discovery of such a 
process to produce pure aluminum is 
wholly improbable, if not actually 
impossible. At the high temperatures 
in the ordinary furnace aluminum read- 
ily combines with air, due to its re- 
latively high chemical activity. 

As a result, the aluminum companies 
have had the policy of reliance upon 
perfection of the electrolytic method. 
This is illustrated by the groups’ 
acquisitions of fluorspar, which is a 
substitute for cryolite. Cryolite is 
found only in Greenland and is essen- 
tial to the Hall-Heroult process. The 
companies have, however, shown a 
continued willingness to conduct re- 
search for other processes. 

There are many interesting develop- 
ments which may be expected in the 
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future, the most important of which 
are: 

1. The production of aluminum al- 
loys, heavy in copper, by direct smelt- 
ing rather than by a mixture of the 
pure metals. Cowles has developed a 
method of electric smelting in the 
presence of copper, in which the copper 
unites with the newly-formed alumi- 
num before the air has a chance to 
oxidize it back to alumina. 

2. The elimination of the reheating 
step immediately preceding the casting 
into pigs, together with the possibility 
of casting the aluminum as it comes 
from the cathode into commercial 
shapes, thus eliminating two heatings 
and three handlings. 

3. The development of better welding 
methods, thus facilitating fabrication. 

4. The development of heat-treating 
processes which may overcome the two 
greatest faults of aluminum, first, 
its propensity to be self-annealing and, 
second, its crystallinity and weakness 
around the grain boundaries. 

5. The discovery and development 
of by-products from the process of 
making alumina. The “red mud” in 
the settling tanks contains ferric oxide, 
titania, silica, and other impurities 
from the bauxite, as well as some 
alumina not dissolved. The titania 
is valuable and is now partially re- 
coverable. Further development is to 
be expected along this line. 

The greatest opportunity for reduc- 
ing the cost of aluminum probably 
lies in the lowering of raw-material 
costs, but great improvements may be 
expected in the processes of the future. 
It is to be noted that the opportunities 
in the sequence of processes which alumi- 
num follows from the ore to the finished 
metal apparently lie before and after 
——but not in—the Hall-Heroult proc- 


ess. However, inasmuch as alumi- 
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num is used chiefly in alloys, it js 
possible that direct methods of making 
alloys will be developed, in which case 
the importance of the electrolytic re. 
duction method will decrease. The 
subject is complex and much research 
remains to be done. The develop. 
mental policy which the industry has 
been following is the only sound one 
for the future. 


Uses 


Little need be said about the policy 
of the industry regarding the uses of 
its product. In the early days, when 
the qualities of aluminum were un- 
known, the groups, particularly the 
Aluminum Company of America, were 
forced to undertake fabrication in order 
to familiarize the consuming public with 
their product and to prove its commer- 
cial usefulness. After the introductory 
period had passed, this policy seemed to 
lapse, and in this country there are 
many independent aluminum fabrica- 
tors. The lapse of this policy, how- 
ever, is more apparent than real, and 
there is little doubt that a large degree of 
control and financial interest exists 
between the “Independents” and the 
Aluminum Company of America. 

The policy of developing new prod- 
ucts has been actively adhered to. 
Major stress in this regard has been 
placed upon the development of alloys 
which would exactly fill the require- 
ments for a specific use; for example, 
superior casting qualities, silicon-alumi- 
num having the advantage of great 
fluidity and little shrinkage; pistons, 
piston rods, et cetera, bohnalite and 
duralumin having strength, lightness, 
durability, and small expansion coeflici- 
ents; self-protection from corrosion, 
manganese alloys; et cetera. . 

The advantages of aluminum an¢ 
its alloys have been shown for use 10 








































automobiles, airplanes, electrical con- 


ys, it j 
tials ductors and equipment, cooking uten- 
hich case sils, steel alloys, paint, foil, cement, 
lytic re- general castings, et cetera. The carri- 
se. The ers, the electrical industry, and general 
research foundry castings present what appear 
develop. to be the greatest opportunities for the 
istry has increased use of aluminum in the near 
und one future. The development of new al- 
loys and the lowering of the price of 
aluminum may greatly stimulate its 
use in many other fields. The policy 
e policy of continued research for new uses 
uses of should prove very profitable. 
a Production 
rly the The production policies of the indus- 
ca, were try have not varied greatly and have 
in order been relatively simple. They are de- 
lic with scribed as “relatively simple” because 
ommer- for no extended period in the last 
ductory twenty years has there been an excess 
emed to of productive capacity. In the periods 
ere are about I9II, 1921, and 1927, there 
fabrica- occurred excess productive capacity, 
r, how- but for most of the period the demand 
al, and was greater than could be filled. 
egree of The companies both here and abroad 
exists have appreciated the necessity of ob- 
ind the taining cheap hydroelectric power for 
8 their reduction plants and hence have 
y prod- adopted the policy of bringing all 
‘ed to. other materials to a site of cheap 
s been power. This is well illustrated by the 
“alloys building of the plants at Arvida, prov- 
equire- ince of Quebec, and the plants in 
ample, Norway. 
alumi- The industry has also recognized the 
great advisability of converting the bauxite 
‘stons. into alumina either near cheap coal 
e and or near the bauxite mines. This policy 
‘tness, is illustrated by the East St. Louis 
re ffici- plant of the Aluminum Company of 
osion, America and the preparation of alumina 
near good coal in Europe. 
) and The industry has also shown a 
ise in decided tendency to control production 
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so that it shall closely approximate 
consumption. Even in periods of 
slackened buying, large stocks of alu- 
minum on hand are the exception 
rather than the rule. 

These policies are all sound and con- 
ducive to the greatest profits for the 
larger portion of the industry. The 
greatly increased productive capacity 
of the industry due to the completion 
of the Arvida plant (250,000 metric 
tons annually) may cause a modifica- 
tion of some of the other policies of 
the industry for a time at least. 
The effects of this plant will be 
further discussed under “Price”? and 
**Competition.” 


Price 


The price policy, for there seems to 
have been only one policy in the last 
twenty years of the industry, has 
been to keep the price as high as 
possible and still have the plants 
running practically at capacity. Ef- 
forts have been made to increase the 
demand and some efforts have been 
made, especially lately, to reduce costs, 
but nearly all of the increased profits 
have been retained and not passed on 
to the consumer in the form of lower 
prices. 

No better illustration of this policy 
can be found than the price increases 
in the years immediately following 
1922, when the United States tariff 
on aluminum was increased. When 
production got out of line with con- 
sumption in 1926 and 1927, price 
reductions were made. ‘The producers 
would undoubtedly argue that the 
prices in 1921 were unduly low, due 
to efforts to dispose of the large stocks 
carried over from the War period. ‘The 
Aluminum Company of America fur- 
nished the United States Attorney- 
General with the following figures 
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upon the cost of production of pig 
aluminum: 


Cents Cents 
per per 
Pound Pound 
1920 23 ere 1634 
1921 284g =1925 (first six 
1922 2234 months).... 1734 
1923 . 18% 


And yet, during the period from 1922 
to 1926 prices rose from 22 cents per 
pound to 29 cents per pound! It 
does not seem likely that the company 
gave figures which erred upon the side 
of being too low, and it does seem 
probable that the costs would be lower. 
One writer recently placed the cost 
per pound around 12 cents. Should 
this figure be correct, it is questionable 
whether an increase in price above the 
1922 level of 22 cents was necessary, 
justifiable, or even wise. 

The completion of the Arvida plant, 
together with the others under construc- 
tion, will almost double the world pro- 
duction capacity, which was 325,000 
metric tons in 1926. The producers 
would find it very costly in a period of 
slackened buying to let a plant run idle, 
for they have a very large investment 
in plant, power facilities, and bauxite 
deposits. It would be cheaper for 
them to reduce the price in order to 
obtain enough demand to keep the 
plants running at a fairly high percent- 
age of capacity. 

The decline in prices from 1926 to 
date from 29 cents to 23.4 cents per 
pound is sure to increase the demand 
greatly, especially in view of the rapid 
rise of other competing metals, such as 
copper, which recently rose from 13 cents 
to present levels of about 1844 cents per 
pound, with copper being delivered on 
contract at over 24 cents per pound. 
When copper was 14 cents a pound and 
aluminum was 27 cents per pound, 
aluminum was used in_ substantial 








amounts for transmission lines in place 
of copper, especially in Europe. Alu- 
minum displaced copper in automobiles. 
but when its price rose from 22 cents 
to 29 cents a pound, the automobile 
producers found it too expensive to use. 
With the decline in the price of alumi- 
num to no lower levels than at present, 
the increase in consumption should 
have been great had competing metals 
stayed at the same price. Now, how- 
ever, increased consumption should 
be even greater; and when new uses 
and alloys are considered, the increase 
should be more than enough to keep 
all the greatly increased capacity of the 
industry running at full speed until a 
period of business depression occurs. 


Competition 


The aluminum industry of the world 
is dominated by the Aluminum Com- 
pany of America and the International 
Aluminum Cartel. The monopolistic 
position of the Aluminum Company 
of America is well known, but before 
the competitive aspects of the industry 
can be visualized it will be necessary 
to have a more complete picture of the 
organization, history, and operation of 
the International Aluminum Cartel. 

The first cartel covering aluminum 
production originated as early as 190! 
in an agreement concerning the prices 
and limitation of production. It had 
raised prices by 1907 to double their 
former figure. The Aluminum Com- 
pany of America, at that time in the 
process of acquiring all the bauxite 
deposits in the United States, was not 4 
participant. It did, however, have 4 
territorial agreement with the Swiss 
concern. Sharp price rises led in 1908 
to the dissolution of the cartel, where- 
upon prices fell to much below their 
original figure. 
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As a result of this decline in prices 
and the resultant losses in income, a 
new cartel was formed in 1912. In the 
‘nterim the French producers had 
formed L’Aluminium Frangais, which is 
not only a sales syndicate for the five 
large French producers, but also a 
fabricator of the raw product. In 
competition with the Aluminum Com- 
pany of America, a factory was estab- 
lished in the United States by a 
subsidiary of L’Aluminium Frangais, 
the Southern Aluminum Company. 
With the coming of the World War 
this plant was acquired by the Alumi- 
num Company of America. The 
period from 1912 on was characterized 
by considerable increase in the use of 
aluminum and by the continual growth 
of both the Aluminum Company of 
America and the cartel. The strength 
of these two monopolies, for they were 
such in reality, was so great in the 
period just before the War that the 
large consumers, such as Krupp, joined 
in a purchase association to oppose 
them. The War broke up both the 
cartel and the purchase association. 

It was not until October, 1926, that a 
European aluminum cartel was again 
formed. The members of this cartel 
were the principal producers of France, 
Switzerland, Germany, and Great Bri- 
tain—L’Aluminium Frangais, Alumi- 
nium Industrie Aktien Gesellschaft, 
Vereinigte Aluminium Werke, and the 
British Aluminium Company, Limited. 
These four companies control most of 
the bauxite in France and a large 
deposit in eastern Hungary. They 


are also exploring in other parts of the 
world and may have control of other 
sources of bauxite not yet reported. 
hey control together all of the produc- 
tion plants in France, Switzerland, 
Germany, Scotland, four of the eight in 
Norway, and the two plants in Austria. 


To put it another way, they control all 
of the important plants in the world 
except those of the Aluminum Com- 
pany of America, the two relatively 
small plants of the Norwegian Alumi- 
nium Company, and the new plant of 
the Aluminium Corporation, Limited, 
of Wales. These last two concerns are 
undoubtedly working in harmony, if 
not actually in close coordination with 
the cartel. 

Robert J. Anderson writes that “the 
objects of the organization briefly in- 
clude the stabilization of aluminum 
prices at £105 per ton, regulation of 
production, expansion of sales _pos- 
sibilities, division of markets, exchange 
of technical information, and concerted 
competition against the Aluminum 
Company of America.” 

Another writer expresses the idea 
that “the organization does not remain 
within the usual limits of a cartel” 
and goes on to explain that it is unusual 
in that it not only attempts to have 
cooperation between the producers and 
a division of markets, but that it also 
attempts to pacify the consumer by 
having laboratories where all the sug- 
gestions of consumers are examined to 
satisfy the requirements relative to 
new applications. It is said that the 
companies freely exchange technical 
information, a new departure in the 
aluminum industry. Since the forma- 
tion of the cartel, aluminum prices 
have been reduced from £118 to £95 per 
ton. The reason for this may be due to 
attempts to increase sales both in 
Europe and in this country in the face 
of the tariff, or it may be due to price 
reductions made by the Aluminum 
Company of America on aluminum for 
export. 

The cartel formed in 1926 was to run 
for two years. It was renewed at the 
end of last year for a three-year period. 
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The Aluminum Company of America 
bought up all available bauxite in the 
western hemisphere. Whenever any 
one started to build a reduction plant 
in this country, the Aluminum Com- 
pany of America refused to guarantee 
deliveries of bauxite. If some other 
manufacturer got a good start and was 
threatening to encroach upon the mono- 
poly of the Aluminum Company of 
America, he was bought out. The 
Southern Aluminum Company, a sub- 
sidiary of L’Aluminium Frangais, un- 
doubtedly presents a good illustration 
of this fact, as does the Cleveland 
Metal Products case. The contracts 
with the Norton Company and the 
General Chemical Company § are 
other illustrations of the company’s 
domestic policy of acquiring and main- 
taining a monopoly of pig aluminum 
production through the control of baux- 
ite. The accusations of the Federal 
Trade Commission and competitors, 
while not sustained as yet by the office 
of the Attorney-General or by the 
Courts, also show a policy of definitely 
restricting competition in the domestic 
fabricating business.? 

Further substantiation of the exist- 
ence of the policy of the Aluminum 
Company of America in restricting 
competition, and of its great political 
power, is shown by the giving-up of 
the plans for the production of primary 
aluminum by the Anaconda Copper 
Mining Company at Great Falls, 
Montana; by Henry Ford at Muscle 
Shoals; and by George D. Haskell, 
President of the Bausch Machine Tool 
Company, at the site of the Arvida 
on plant. 

Domestic competition in Europe is 
practically non-existent as a result of 
the formation of the international car- 


7111 F. T. C. D. 302 (1921). 


tel. The cartel provides for a division 
of territories and an exchange of tech- 
nical information. The few small 
plants not members of the cartel or 
controlled by it are undoubtedly 
strongly influenced by the cartel and 
its wishes. Since the Aluminum Com- 
pany of America at present does not 
have a surplus to sell in Europe, the 
domestic policy of the industry in 
Europe may be said to be one of 
joint action and the exclusion of com- 
petition internally, while presenting 
a solid front to the competition of the 
Aluminum Company of America. A 
further substantiation of this policy 
is found in the refusal of the German 
Government to sell its interest in 
Vereinigte Aluminium Werke to the 
Aluminum Company of America in 
1925. 

The Aluminum Company of America 
had an agreement with the Aluminium 
Industrie Aktien Gesellschaft dividing 
territories at the time of the formation 
of the second aluminum cartel in 1912. 
The “Consent Decree of 1912” abro- 
gated this contract or agreement, and 
the action of L’Aluminium Frangais in 
establishing a subsidiary in this country 
would indicate a renewal of inter- 
national competition between the two 
groups. 

The absence of international com- 
petition after the World War is indi- 
cated by the action of the Aluminum 
Company of America in raising prices 
on aluminum and aluminum products 
by roughly the amount of the increased 
tariff imposed in 1922. The price 
on January I, 1923, was 22 cents per 
pound; January I, 1924, 27 cents; 
and December 1, 1924, after the pres- 
idential election of that year, 28 cents 
per pound. The tariff under the Un- 
derwood-Simmons Act was two cents 0! 
pig aluminum; under the Fordney- 
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\icCumber Act of 1922, the duty was 
raised to five cents per pound on 
pig aluminum. The increase in price 
was probably partly due to the elimina- 
tion of the large stocks which the 
industry carried over from the war 
period into the depression of 1921. 
It does, nevertheless, show the absence 
of foreign price competition until 1926, 
when the price was 29 cents per pound. 

As a result of these price increases, 
many consumers of aluminum found 
it cheaper to use other metals. Al- 
though the sales of aluminum increased, 
their percentage of total metal sales 
dropped. In 1926 the International 
Aluminum Cartel was again formed, 
and immediately prices began to drop. 
It is not definitely known whether 
these price drops were the result of 
the formation of the cartel and the 
beginning of strong international com- 
petition or whether they were made 
with the hope of increasing the con- 
sumption of aluminum in anticipation 
of the greatly-increased supply which 
would result from the completion of 
the Arvida plant. The United States 
is an importer of aluminum, being 
unable to produce enough at present to 
supply the demand. The price cuts 
might very well have been initiated by 
the international cartel. On the other 
hand, they might equally well have 
resulted from the initiative of the 
Aluminum Company of America in 
its attempts to create a demand for its 
Arvida production, as well as to bolster 
ip a falling demand from consumers. 

The fact that there are in the world 
only two large and powerful groups pro- 
cucing aluminum both complicates and 
simplifies the competitive situation. 
[t is easy for two such large groups 
to get together and agree to territorial 
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divisions and price maintenance. On 
the other hand, the tremendous ex- 
pansion of the Aluminum Company of 
America at Arvida will doubtless, for 
a time at least, give it a productive 
capacity greater than the demand at 
present prices. Should the Aluminum 
Company of America retain its high 
tariff upon aluminum coming into the 
United States, it will find a strong 
incentive to supply American demand 
as much as possible from American 
plants and to use its low-cost plant 
at Arvida to enter the European mar- 
ket. The expansion of its plants in 
the South in this country, at the time 
that the Arvida plant was being built, 
would substantiate such a conclusion. 
The distribution of the stock of the 
Aluminum Company of Canada, Limit- 
ed, to the stockholders of the Aluminum 
Company of America will not affect 
the operating policies of the two com- 
panies so long as the present stock 
control continues. 

It is impossible to make a positive 
decision as to the actual policies of 
either group with regard to internation- 
al competitive policy. It is felt, how- 
ever, that a policy of aggressive com- 
petition will be the natural result, for 
the next few years at least, of the great 
increase in the capacity of the industry 
brought about by the completion of 
the Arvida plant. 

The Aluminum Company of America 
has as good or better bauxite deposits, 
as cheap and better-located hydroelec- 
tric power, as cheap coal, and at least 
as good management as the members 
of the European cartel as a whole. 
Its costs are probably lower than 
the European costs. Its competitive 
position is at least as good as, if not 
better than that of the cartel. 





MATERIAL CONTROL IN THE SHIP-BUILDING INDUSTRY 
By PHILIP S. RINALDO ann HERBERT F. FITTON 


T is well known that the ship- 
building industry in this country is 
depressed and has been so for seven or 
eight years. It is probably equally 
well known that in many other 
countries, especially Great Britain and 
Germany, the ship-building industry is 
flourishing. The result has been a 
considerable flow of articles and oratory 
upon the subjects of shipping and ship- 
building, of foreign domination of ocean 
shipping, and of “‘our need for a great 
merchant marine.” Much of the dis- 
cussion, however, has been too biased 
by selfish interests of one kind or 
another or by nationalistic and patriotic 
feelings to permit the drawing of sound 
conclusions therefrom. 

It has been very difficult for most 
American shipyards to readjust them- 
selves to competitive ship-building after 
the extremely profitable years of 
emergency fleet programs and cost-plus 
contracts. Many of them are sitting 
back, waiting for a revival of ship-build- 
ing and using much of their now abun- 
dant idle time in criticizing the govern- 
ment, foreign ship subsidies, low wages 
in foreign countries—in fact, everything 
and everybody but themselves. 

It seems more than a mere coinci- 
dence, therefore, that the one shipyard, 
of our ten or a dozen important ones, 
which has turned the most critical eye 
upon itself is also the one which has 
made the best recovery from the low 
years following 1921 and is now enjoy- 
ing a satisfactory volume of work. An 
examination and evaluation of what is 
believed to be the major cause of this 
company’s recovery is the purpose of 
this article. 


Since it is claimed by the company, 
the Alpha Ship-building Company: 
that material control is the foundation 
of low costs and efficiency in ship- 
building, this company’s material con- 
trol methods will be briefly contrasted 
with those of another important ship- 
yard, the Beta Ship-building Compa- 
ny,’ whose methods are believed to be 
typical of general practise. This con- 
trast will show more specifically the 
points of advantage of the new methods 
and will demonstrate that scientific 
management can besuccessfully applied 
to ship-building. 

Obviously the problems of materia! 
control in ship-building are different 
from those of a continuous-process, 
repetitive industry, but are no less 
important. In fact, they possibly are 
more important, for material costs are 
about half the cost of a ship, while 
labor costs are most of the other half. 
Furthermore, labor costs in ship-build- 
ing are peculiarly dependent upon 
material control—there is no moving 
belt in ship-building to govern what a 
man should do, when he should do tt, 
and the speed with which he should do 
it. One of the banes of a shipyard 
foreman’s existence is the number of 
his men who are idle because of delayed 
material, wrong material, or defective 
material. Total elimination of mis 
takes and delays is of course impossible, 
but every bit of progress toward that 
goal means definite savings in the cost 
of building ships. 


1 Fictitious name. 
78 
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The Beta Ship-building Company 


In this shipyard there is a Material 
Control Committee which ordinarily 
meets once a week to discuss all 
material problems. This committee 
consists of the following men: 


Head of Production Department (called 
Head of the Planning and Progress 
Department) 

Purchasing Agent 

General Storekeeper 

Head of Order Department 
Representative of the three Drawing 


Rooms: 

1. Hull 

2. Engineering 
3. Electrical 

Upon receipt of a contract, a master 
construction schedule is made by the 
head of the Production Department, 
working in collaboration with the 
General Manager and the Hull and 
Machinery Superintendents. Copies 
are given to the three drawing rooms, 
to the Order Department, to the 
Purchasing Department—in fact, to all 
members of the Material Control 
Committee. 

This master schedule contains gen- 
eral data concerning dimensions, fram- 
ing, engines, boilers, propellers, speed, 
displacement, and classification; as well 
as dates for the signing of the contract, 
contract delivery, laying of the keel, 
launching, dock trial, sea trial, and 
delivery. The ship work is broken 
down on the schedule into the following 
four main divisions and twenty-nine 
subdivisions: 


A. Structural Hull 

1. Castings and Forgings 
. Templates 
Fabrication 
Erect and Fit 
Ream—Bolt—Rivet 
Test 
Launching 


nuit WwW bw 
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B. Miscellaneous Hull Work 
1. Hatches and Doors 
. Hull Piping 
. Ventilation 
. Auxiliary Hull Machinery 
. Joiner Work 
. Caulked Wood Decks 
. Boat Gear 
. Masts—Boom—etc. 
. Paint 
C. Machinery 
. Boilers 
Engines 
Auxiliaries 
Shafts—Propellers 
Main Condenser 
Engine Piping 
Stacks and Uptakes 
Floors and Gratings 
Miscellaneous Tools and Fit- 
tings 
10. Tanks (Portable) 
D. Electrical 
1. Main Propulsion 
2. Light and Power 
3. Inter-Communications 
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For each of these subdivisions dates 
are given for such of the following as are 
appropriate: 


Plans Completed 
Material Ordered 
Material Received 
Fabrication Started 
Fabrication Completed 
Installation Started 
Installation Completed 


At the first meeting of the Material 
Control Committee after the comple- 
tion and distribution of this master 
schedule, all of its details are discussed 
and the necessary revisions are made. 
The approved master construction 
schedule then becomes the guide and 
the goal for all departments of the yard. 

The backbone of the actual material 
control is a very simple form called the 
Bill of Material. This is made up in 
detail by the Order Department from 
the data given on the drawings. A 
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similar form, called the Scratch Bill 
of Material, is used when there is no 
drawing or when the material is to be 
ordered in advance of the completion 
of the drawing. These Bills’ of 
Material are analyzed by the Order 
Department to determine’ which 
materials are in stock and which must 
be purchased outside. 

For materials under the latter 
classification, the Order Department 
issues a requisition to the Purchasing 
Department, giving the date upon 
which the material is wanted as 
specified on the master construction 
schedule. In cases of delay the oper- 
ating departments are expected to 
check up on the Purchasing Depart- 
ment, which in turn continually follows 
up on vendors. 

For materials in stock, the Bill 
of Material contains no requisition 
number in the column provided for that 
purpose. The operating departments 
use stores orders to obtain these mate- 
rials from the stores as they are needed. 

A Billof Material is made out for each 
part or piece of equipment for which 
there is a drawing. It contains lines 
for a number of items of material, 
with columns in which to indicate 
quantity, material, description, pattern, 
or die number, requisition number 
(if not in stock), and routing. This 
last column is very important, since 
copies of the Bills of Material must 
go to every department concerned. 
All operating departments concerned 
also receive blue-prints of the drawings. 
When the blue-prints and Bills of 
Material are distributed to the depart- 
ments, a receipt card accompanies 
them, to be signed by each department 
concerned. The Bills of Material are 
titled and numbered and also contain 
the job number, the plan number, and 
spaces for alterations. 


Parallel to the Bills of Material are 
the Bill of Material Record Sheets 
which are kept by the operating depart. 
ments and the storeskeeper. These 
sheets are filed in a book, opposite 
their respective Bills of Material, and 
contain for each item detailed records 
under the headings, Receipts, Issues, 
Balances, Condemnations, and Addi. 
tional Orders. 

When items are found by the operat- 
ing departments to have been omitted 
from the original Bill of Material, 
Additional Material and Work Orders 
are sent up to the Order Department. 
This department adds the items inm- 
mediately to the original Bill of Mate- 
rial so that no mistake can be made in 
the future on the same items. These 
additional items are filled from stock 
or are purchased outside as in the case 
of the original items. 

To keep things moving and progres- 
sing according to schedule, certain men 
in the Production Department are 
designated to follow up on the operating 
departments and others upon which the 
operating departments depend. 


Alpha Ship-building Company 


An illustration and exposition of 
the detailed and orderly system prac- 
tised by the Alpha Ship-building Com- 
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The Erection Group Index List, 
next to the Master Schedule, is the 
most basic element and is certainly the 
most distinctive feature of the Alpha 
Company’s system. It introduces a 
concept developed in this yard, the 
erection group. A group is defined as a 
definite quantity of material to be 
erected or installed as a unit. In 
forming the Master Schedule itself the 
ship is broken down into a large number 
of these erection groups, dates are set 
for starting their erection, and other 
dates are thereby determined for shop 
work, receipt of materials, and comple- 
tion of plans. 

The Erection Group Index List con- 
tains columns for the Material Class 
Number, the Group Number, a De- 
scription, and the Date for Starting 
Erection. This form goes to the draw- 
ing rooms, the material department, 
and all operating departments and is 
the basis for all subsequent planning 
and scheduling. 

A second detail schedule is the Plan 
Schedule, which gives dates for starting 
and completion of all drawings and 
which must of course conform to the 
Master Schedule. It is not issued in 
final form, however, until the Group 
Plan Dependence Diagram has been 
constructed and analyzed. This latter 
is a chart analysis showing the rela- 
tionships between plans and erection 
groups. 

The material control form, com- 
parable to the Bill of Material of the 
Beta Ship-building Company, is called 
the Erection Material List. In the 
Alpha Company it is made out in the 
drawing rooms under the supervision 
of technical men with erection and 
installation experience. This form is 
routed by the Order Department and 
sent to all departments concerned. 
Because of the fact that the other 
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important forms control the prog- 
ress of the work and because of the 
efficient material distribution system, 
this form does not play quite the 
important role that it does in the 
3eta Ship-building Company. Accu- 
racy in its contents and in its routing 
is, of course, absolutely essential in 
either case. 

Because of fundamental differences, 
materials are divided into three classes 
in this yard: 


Class A. Raw materials from outside 
which must be worked before installa- 
tion. 

Class B. Materials in the process of 
being worked or which have been 
worked. 

Class C. Material received from outside 


ready to be installed. 


Another very important element of 
the system is the Material Control 
Report, a detailed schedule by which 
accurate record is kept of the status of 
all work. This report goes to the 
Material Department and to the heads 
of all operating departments. It gives, 
by groups, important details as to all 
materials. For A and C materials it 
gives the scheduled and actual dates of 
receipt and the place of storage. For 
B materials it gives the scheduled 
and actual dates of completion, the 
place of storage, and also the routing, 
so arranged that the stage of com- 
pletion is evident at all times for any 
given group. 

From this weekly report a summary 
is made of all delinquent and antici- 
pated delinquent groups and is_ dis- 
tributed throughout the yard, for its 
psychological effect as well as for its 
practical usefulness in planning. Be- 
sides disclosing the delinquent division, 
this report also gives the Date Due, 
the Date Promised, and Explanatory 
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In conjunction with these two re. 
ports, the Group Dependent Sequence 
Diagram is used to coordinate schedyl- 
ing and operating work. This diagram, 
showing the lines of interdependence 
and sequence among groups, enables 
delays to be foreseen and in cases of 
actual delays shows how other work 
may most expediently progress. 

This does not exhaust the list of 
interdepartmental forms, but it does 
include the ones most vitally related 
to material control. Other important 
forms, the uses of which are suggested 
by their names, are the following: 
Station Completion Schedule, Station 
Numbering Diagram, Station Comple- 
tion Notices, and the Labor Progress 
Chart. The last-named is also used to 
arrive at the bi-weekly completion 
report of the respective contracts. 

In addition to forms, there is another 
important element in the material con- 
trol system of the Alpha Ship-building 
Company. This is the material dis- 
tribution system which is “designed 
to permit a procedure for handling 
materials which will minimize the 
handling costs, prevent material from 
being lost or wasted, and most impor- 
tant, will deliver to the men at their 
work the desired materials at the 
proper time, thereby eliminating the 
time wasted in waiting or going to 
the storeroom for materials.” The 
material department is responsible for 
all materials from the time they are 
received until delivered to the erecting 
departments. Each material man 
wears a distinctive badge for identifica- 
tion. The distribution system includes 
convenient storerooms, a large num- 
ber of “stops” (that is, distributing 
centers), and a system of internal 
transportation which runs ona schedule 
resembling a _ railroad  time-table. 
Collections from and deliveries to the 
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various “stops” are automatic, being 


soverned by tags attached to the 
materials placed at the “‘stops.” <A 
material control man is also at each 
to supervise the dispatching 
and handling of materials. At the 
central storeroom is the Material 
[rouble Man, who has developed a 
remarkable knack of locating ‘“‘lost”’ 
materials, thus saving the company 
many times his salary. On the large 
‘obs there is also a material control 
man on board ship to inspect and 
supervise the delivery, use, and storage 
of materials in order to prevent over- 
supplies or under-supplies and _ to 
correct unsystematic handling. 


= stop " 


Commentary 


Before making any comments upon 
the two systems of material control, 
we shall give some statistics on Ameri- 
can ship-building which will demon- 
strate both absolutely and relatively 
the leadership of the Alpha Ship- 
building Company and its relatively 
greater recovery since the low years 
of 1922-1924. These statistics cover 
the nine years from 1920 through 1928 
for the five ship-building companies 
which have turned out the greatest 
tonnage of ships in the past few years. 


Because of the length of time needed 
to build ships, the figures for tonnage 
completed in any given year do not 
necessarily give an accurate measure 
of the volume of work done in a particu- 
lar yard forthat year. A ship complet- 
ed and delivered in January, 1929, is 
included in the figures for 1929, al- 
though almost all of the work on it was 
done in 1928—perhaps some of it in 
1927, oreven 1926! This fact accounts 
for many of the violent fluctuations 
in the above figures. Table I, however, 
does yield the following significant facts: 

(1) That all the companies had their 
best years in 1920 and 1921. 

(2) That all of them also descended 
into the depths in the ensuing three 
years—some descending deeper than 
others. 

(3) That only the Alpha Ship-build- 
ing Company rebounded in 1925 (the 
year in which material control and 
other changes were inaugurated in 
this company). The other companies 
recovered, generally more haltingly, 
in 1927—the banner year in American 
ship-building since 1921. 

(4) That only the Alpha Ship-build- 
ing Company increased its output in 
1928 over 1927, in the face of a total 
output for 1928 for the whole country 


Taste I. Gross Tonnace or Suips CoMPLETED DURING THE YEARS 1920-1928* 








' Company A | Company B | 
(Alpha S. C.) | (Beta S. C.) 





1920 47,284 405,167 | 2 
1921 | 109,750 234,383 |. 
1922 1,008 126,242 | 
1923 44,200 36,583 
1924 6,341 17,064 
1925 26, 386 10, 346 
| 
1926 34,324 | 19,371 | 
1927 27,388 | 48,328 | 
1928 | 43,586 | 20,187 | 





| eal 

| Company C | Company D | Company E eg 
55,900 92,800 78,750 | 3,523,000 
mPa ot 65,227 69,450 1,215,233 
8,500 17,946 11,380 303,433 
39,115 | 28,666 18,000 | 352,440 
24,357 12,456 | 1,605 159,811 
15,657 | 4,094 8, 348 | 189,577 
16,319 | 6,372 5,400 232,804 
54,569 27,388 = 20,350 461,620 
7,096 | 20,571 | 8,188 231,521 








* Figures from the January issues of Marine Engineering and Shipping Age, 1921-1929. 


MATERIAL CONTROL IN THE SHIP-BUILDING INDUSTRY 


85 








84 HARVARD BUSINESS REVIEW 


which was but half of that for 1927. 
The other four companies showed de- 
clines in 1928, and all but one of these 
were precipitous declines. 

(s) That the Alpha Ship-building 
Company’s output in 1928 was over 
twice that of its nearest competitor. 
As suggested above, however, this 
fact in itself would not be thoroughly 
significant. Taken in conjunction with 
the tonnages reported under contract 
for construction as of January 1929, 
it is more conclusive. 


Gross TONNAGES UNDER CoNnsTRUCTION, 
January 1929* 


Taste II. 





Company A (Alpha S. C).. - 41,973 
Company B (Beta S. C. pig ae Rania ain 25,282 
Company C.. Pee re rae ter 
SONNY EPS, bin ascccactensaccardouen 10,150 
_ Company E............... ees eseeeeee eeeees 





* Marine Engineering ond Shipping Age, January, 1929. 


To eliminate the year-to-year fluc- 
tuations, the following table of averages 
by three-year periods was constructed 
from Table I. 








Tasre III. Averace Gross ToNNAGES—3-YEAR 
Periops 
Aver- | Aver- | Aver- | atin 
| | 
Compeny age for | age for | age for ‘Z 
1920-22)1923-25 1926-28 to ¥ 
(xX) | CY) | (2 | 
A (Alpha)..... ,681| 25,642 35,099] 37 


52 I 

B (Bets)...<... 255,264! 21,331; 29,295] I. 
scccccesces| 68,833) 26,376] 26,9951 0.09 

1 

I 


& 
DP ian ssantanies 58,658) 15,072) 18,110] 1.20 
-34 


RE -»| $3,193) 9,318) 12,503 





This table shows in slightly different 
and rather more conclusive form the 
same facts as those observed from a 
study of Table I. The following facts 
are especially significant: 

(1) The Alpha Ship-building Com- 
pany was lowest of these five in the 
first period, second in the middle period, 


and first by a substantial Margin in 
the most recent three-year period. 

(2) The Alpha Company’s average 
for the last three years was two-thirds 
of its average for the first three, while 
the best of the other four companies 
has achieved in the last three years 
less than one-third of its average in 
the earliest period. 

(3) The absolute increase of the 
Alpha Company’s average in the last 
period over the middle period was 
greater than that for any of the other 
four companies. 

(4) The relative increases of the 
Alpha and Beta companies in the last 
period over the second period were 
greater than those of the other three 
companies. Most of the improvement 
in the Beta Company’s average, how- 
ever, was due to the completion of a 
large government contract in 1927, 
on which the major part of the work 
had been done in the years 1923 to 
1925. If allowance were made for 
this fact, the 1926-1928 average for 
the Beta Company would fall to around 
22,000 or 23,000 gross tons. As a 
matter of actual fact, therefore, the 
Alpha Ship-building Company has 
made the best relative improvement 
in the last three years of any of the 
five leading ship-building concerns, as 
well as the largest absolute increase 
in volume. 

Table III is particularly significant, 
because the last two periods represent 
approximately the periods before and 
since the installation of the new meth- 
ods of material control in the Alpha 
Ship-building Company. Actually the 
dividing line was near the beginning 
of 1925, so that a comparison 0! 
the averages for 1922-1924 with the 
averages for the four years since then 
would be still better. Such a compari- 
son, as a matter of fact, is even more 
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favorable to the Alpha Company, as 


shown below. 


Taste IV. Averace Gross Tonnaces CoMPLETED 





|1922-1924 1925-1928 Ratio of 
, 





Company - (Y) | YtoxX 
A (Alphe)i.c< css 17,183 32,921 1.91 
B (Beta)...c0s% 59,963 24,808 0.42 
© sconce eaamatete | 23,991 23,410 0.98 
2 eee ts: 19,689 14,606 | 0.74 
| er | 10, 328 10,572 1.02 





This comparison, while more favor- 
able to the Alpha Company, is not 
thoroughly fair to the other companies, 
for the following reasons: 

(1) The years 1922-24 were the low- 
est three years for the Alpha Ship- 
building Company, whereas— 

(2) The years 1922-24 were low for 
the others, but the period 1924-26 was 
the lowest three-year period for all but 
Company C and was also the lowest 
for the industry as a whole. 

This statistical study provides rather 
convincing substantiation of the thesis 
that the installation of material con- 
trol in the Alpha Ship-building Com- 
pany has been accompanied by con- 
siderable increase in its volume of 
output. In order to establish a more 
definite causal relationship, certain as- 
pects of material control in the ship- 
building industry may well be discussed 
and commented upon, with special 
reference to the two companies whose 
systems were explained above. 

The first thought that comes to 
mind in viewing the system of the 
Alpha Ship-building Company is that 
itis costly and elaborate. There is no 
doubt that this system costs more than 
the other, both because of the expense of 
constructing and revising the manual 
and because of the overhead expense 
cue to the material-department person- 
nel and to the great number of forms 


and reports. The Alpha Company’s 
cost figures show, however, that the 
additional overhead has been more 
than offset by savings in labor costs. 
Their figures also show a substantial 
reduction under the new methods in 
unit cost per ton and in time of build- 
ing ships. Figures given out by the 
company place savings on direct cost 
plus overhead on comparable ships at 
16% with the yard working under 
capacity. Additional savings are be- 
ing realized at present, probably be- 
cause of the fact that the yard is 
operating practically at capacity and 
therefore the overhead can be spread 
over a considerable volume of work. 
Incidentally, it is the overhead which is 
keeping most of the other shipyardsin 
the red at present because of their 
extremely small amount of work. 

Judgment as to the over-elaborate- 
ness of the system must be based upon 
the time element and upon the degree 
of control desired and secured. The 
Alpha Company has estimated that 
its new methods of material control 
have effected a 15% saving in the time 
required for ship construction. This 
is obviously tremendously important, 
especially in view of the fact that an 
$8,700,000 contract for two ships was 
recently awarded to the company on 
the basis of a four months’ differential 
in the delivery date, no differential in 
cost being involved. 

Certainly the system of the Beta 
Ship-building Company can not be 
accused of over-elaborateness, but it is 
doubtful that the simplicity of the 
system compensates for the lack of 
close control. Undoubtedly such a 


‘system proved satisfactory during the 


ship-building boom when cost-plus con- 
tracts prevailed, but more accurate 
control is necessary now, as is shown 
by the recent case of a seven-million- 
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dollar contract which was awarded on 
a cost differential of $15,000. 

Another important aspect of the 
bidding and contract situation is the 
fact that accurate material control, 
which allows accurate bidding, safe- 
guards the profits of the bidder by 
lessening the likelihood of bids being 
below This result is achieved 
because wasted time and delays are 
reduced to a minimum and because 
planning by operating departments is 
necessary. The latter enables con- 
ditions, and hence costs, to be more 
accurately forecast than is possible 
under a system of loose control. This 
point, it should be noted, is rather 
aside from the size of the bid and relates 
merely to its accuracy. It is one thing 
to make a low bid and another to make 
an accurate bid. Accurate material 
control in the ship-building industry 
appears to aid in achieving both of 
these highly desirable results. 

A criticism, which will be obvious 
to most readers, is that the foregoing 
analysis puts the cart before the horse: 
“*Ship-building orders have not been 
obtained by the Alpha Company be- 
cause of its material-control system; 
rather, the Alpha Company can afford 
to install an elaborate and expensive 
system because its yard is full of work.” 
Of course, no claim is made either here 
or by the company that material 
control is the sole explanation for the 
improved showing. The use of other 
recognized management factors, such 
as planning and scheduling, wage in- 
centives, cost budgeting and control, 
quality control, industrial relations, 
standardization, and maintenance of 
equipment, is also important. But in 
such an industry as ship-building, or 
building construction, to take another 
example, there is no doubt of the basic 
importance of material control. This 


cost. 


follows from the nature of the processes 
involved, the length of time necessary, 
and the dependence of scheduling upon 
accurate material control. 

A second objection may be raised 
to our interpretation of the experience 
of the Alpha Company: “The Alpha 
Ship-building Company is doing well 
because of its personnel, the great 
number of experienced old-timers who 
have been with the company for years; 
not because of its elaborate system, 
but rather in spite of it.” Again it 
is necessary only to point to the fact 
that the same personnel was there in 
the years preceding 1925, during which 
time the company was steadily losing 
money. Only upon introduction of 
new control methods did business begin 
to pick up. In fact, it may fairly 
be said that the success of the more 
efficient methods permitted the com- 
pany to retain its personnel by bringing 
in more work at a time when the con- 
pany was on the verge of being com- 
pelled to reduce its force substantially. 
However, it is only fair to admit that 
undoubtedly the readiness with which 
the personnel have adapted themselves 
to the use of the new methods has con- 
tributed at least as much to the success 
of the company in the past four years 
as have the methods themselves. 

In addition to the increased volume 
of work and the definite savings in 
costs, the Alpha Ship-building Com- 
pany has experienced other important 
benefits from the installation of its 
new methods of material control. 
Most important is that concerned with 
labor relations and labor turnover. 
This shipyard has a large force of men 
whom it has employed for many years 
and whom it desires to retain. As 
suggested above, the success of the new 
methods in increasing the volume 0! 
work has enabled these men to continue 
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at work. The company’s position in 
this respect is in decided contrast with 
that of other shipyards, such as the 
Beta Ship-building Company, where 
the force is now only ten per cent of 
that employed during the War. Fur- 
thermore, many of this ten per cent 
really constitute overhead expense, as 
they are kept merely as a nucleus for the 
yard to start on in case of a revival in 
ship-building. However, under present 
methods of most shipyards, a revival is 
likely only in case of another war. 
Another aspect of the labor situation 
is that concerned with the effect of 
delays upon the workers’ minds, 
whether the delays are caused by late 
materials, broken-down equipment, or 
other causes. It is obvious that a 
worker sitting down waiting for mate- 
rials has more time to think; and it is 
well known that an idle workman is 
likely to think dark and dangerous 
thoughts. Efficient material control 
will do a lot toward forestalling radical 
tendencies and hostile attitudes by 
minimizing the amount of idle time 
due to delayed materials. The Alpha 
Company made an informal test of 
the idleness factor by making two 
counts of the number of men seen 
walking about the yard, not engaged 
in actual work, for a certain number 
of hours of the day,—once before the 
new methods of material control were 
introduced and once afterwards. Al- 
though the yard was employing a 
much larger force on the latter date, 
the number of idle men thus counted 
was found to be approximately one-half 
of the number seen on the former date. 
Though such a test is not conclusive, it 
at least indicates the probable tendency. 
Another result of the new methods 
used by the Alpha Ship-building Com- 
pany is the psychological effect of an 
orderly and efficient system upon the 


workers and the executives. The mate- 
rial control manual, for example, has 
a coupon which must be signed by 
each man to whom a manual is given, 
to the effect that he has mastered the 
contents. A man is likely to hesitate 
to sign a statement for which he may 
later be held responsible, unless he 
has thoroughly studied the manual; 
and he is likely to be summoned for 
questioning if he hesitates too long 
about the signing. The material-con- 
trol reports, delinquency reports, and 
regular intra-plant material-distribu- 
tion trips are also elements calculated 
to strengthen plant morale and keep 
all members on the alert. “Buck 
passing” is reduced to a minimum by 
the system of sub-schedules and inter- 
departmental reports. The system 
compels planning by the operating 
departments to be done in detail and 
thus more readily allows forecasting of 
conditions and the determination of 
responsibilities. In the Beta Com- 
pany, on the other hand, material 
delays were reported to have been very 
frequent when there was any consider- 
able volume of work, with a resulting 
string of inquiries all the way up and 
down the line to fix the responsibility. 

In conclusion, it appears that the 
experience of the Alpha Ship-building 
Company during the past four years 
demonstrates the successful application 
of its new methods of material control. 
Cost, especially that of material and 
labor, is said to be the handicap under 
which American ship-building suffers. 
Since nobody would care to suggest re- 
ducing actual wage rates of our workers, 
savings must be sought in other direc- 
tions. It appears, therefore, that this 
attempt to reduce total labor, material, 
and material-handling costs through 
more efficient methods of material 
control is a step in the right direction. 
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LEGAL DEVELOPMENTS SIGNIFICANT 
IN BUSINESS 


THE RELATIONSHIP OF SYNDICATE MANAGERS 
AND MEMBERS 


RE the managers of a security 
A syndicate partners, joint adven- 
turers, or trustees? Are the ad- 
ditional members of the syndicate 
agents, or do they occupy an entirely 
distinct legal position? The problem 
is important because of the different 
legal rights and liabilities attaching 
to each position. For instance, can 
a party who has contracted with the 
syndicate managers to purchase secur- 
ities hold the members of the syndicate 
personally liable for breach of contract, 
and does the liability fall solely upon 
the syndicate managers, or are the 
managers and members jointly liable? 
The answer is obvious in the case of 
such well-known legal relationships as 
agency, partnerships, trusteeships, and 
so forth, but since the term “‘syndicate”’ 
does not have a definite legal meaning, 
the parties to a syndicate have no 
well-defined legal rights and liabilities. 
This failure of the courts to define 
such an important form of business 
association is due in part to the rapid 
changes that have taken place in the 
syndicating of securities, in part to 
the fact that the membership of syndi- 
cates varies with different issues, and 
in part to the fact that security syndi- 
cates have been noticeably successful in 
governing themselves without much 
recourse to the courts. The syndicate 
managers have not often abused the 
powers with which they are vested. 
It is the object of this article to point 
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out the possible relationships between 
the managers and members of a modern 
security syndicate, the more important 
rights and liabilities of managers and 
members, and the most desirable re- 
lationships that could obtain. 

It is impossible to set down any one 
method as being typical of the way all 
security issues are originated and dis- 
tributed. The procedure is not stand- 
ardized, but varies considerably with 
the size of the investment house, the 
conditions surrounding the issue, and 
particularly with respect to the size of 
the issue. Conditions under which an 
issue is Originated may differ all the 
way from a situation in which a large 
house forms only a selling group to 
instances in which five or six different 
syndicates are used for the same issue. 
This article is limited to a consideration 
of the functions of the managers and 
members of a large distributing syndi- 
cate, in which it is assumed that the 
house originating the issue is acting 
as syndicate managers. 

When, as frequently happens, bank- 
ers associate with other banking houses 
and financial institutions in buying 
and marketing securities, the bankers 
are designated syndicate managers. 
The house originating the issue may 
turn it over to another house, which 
then appears as syndicate managers, 
the first house taking a secondary 
position. It is customary for managers 
to act also as participating members 
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in the various syndicates. They, there- 
fore, occupy two distinct positions in 
the transaction. 

Before discussing the possible re- 
lationships of the managers and mem- 
bers in a distributing syndicate, it is 
necessary to outline briefly the func- 
tions of this group. The distributing 
syndicate performs two main functions. 
First, the members, acting jointly, 
buy the issue from the purchasing 
group and individually assume the 
risk of distribution. In the limited- 
liability syndicate now commonly used, 
an attempt is made to limit the losses 
of the members. ‘The second function 
of the distributing syndicate is to sell 
the securities to investors. The profits 
of a member of this group depend upon 
the amount of participation he accepts 
in the purchase of the securities from 
the purchasing syndicate and also upon 
the amount of securities he subscribes 
for and sells. Suppose the issue is 
purchased at 97 and is to be sold at 
100, a selling commission of 134 points 
being allowed on confirmed sales. Be- 
sides his selling commission of 114 
points on sales, the member will partici- 
pate pro rata in the profits and/or 
losses incurred by the syndicate. If 
the issue is sold, the three points will 
be added as profits to the commission. 

The syndicate managers usually orig- 
inate the issue, make the investiga- 
tions, carry on the negotiations with 
the company, and make the contract 
with the vendor. This is all done 
without the slightest control from any 
of the houses that may later become 
members of the distributing syndicate. 
All the details of the issue are worked 
up before the managers invite the 
additional members of the syndicate. 

Now let us briefly consider the 
position of a house receiving an invita- 
tion to participate in a distributing 


syndicate. The statement is often 
made that the house is forced to 
accept the participation offered, 
whether it desires to do so or not. 
It is contended that if the purchasing 
house refuses the invitation, it would 
incur the displeasure of the issuing 
house and would not be offered partici- 
pation in the more desirable future 
issues, and that the purchasing house 
might even be dropped from the syndi- 
cate list of the originating house. 
As an actual fact, the forcing of houses 
to join the syndicate is not so severe as 
this. Under certain conditions par- 
ticipation may be refused without 
harming the position of the house so 
refusing. A house with excellent rep- 
utation, strong financial standing, and 
good contacts will usually be offered 
participation because of its strategic 
position, although it may have declined 
several previous invitations. The orig- 
inating house regards a refusal to 
accept participation in a weak issue 
much more unfavorably than a refusal 
to participate in a strong issue. A 
large house with many contacts can 
refuse, whereas a smaller house largely 
dependent upon one or two originating 
houses would feel compelled to accept. 
The point is that there is a considerable 
amount of forcing of the small, less 
favorably situated houses to accept 
all participations offered, whereas the 
large, strategically situated houses have 
more choice in the matter. 

Before the World War distributing 
members were often allowed more than 
a week in which to accept a participa- 
tion. They thus had sufficient time 
to investigate the issue and sound 
out the demand. Furthermore, the 
originating house usually supplied them 
with fairly complete information on 
the issue. At the present time dis- 
tributing members must rely implicitly 
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upon the integrity and the judgment 
of the originating house; they do not 
have the opportunity to investigate 
the issue, since they are usually allowed 
only a few hours in which to accept 
participation. All they know about 
the issue is obtained from the meager 
information in the circular enclosed 
with the invitation to participate. It 
is largely this speeding-up of syndica- 
ting that has caused the relations of 
the managers and members to become 
increasingly important. 

As a distributing member of the 
syndicate, a house is practically power- 
less to exert any control over the affairs 
of the syndicate. The chances of profit 
depend considerably upon the skill 
with which the syndicate is managed. 
In most syndicate agreements the 
syndicate managers have certain broad 
specified powers, such as the allotting 
of subscriptions, the right to change the 
selling price, the power to change selling 
commissions, the privileges of extending 
the term of the syndicate within cer- 
tain specified limits, the right to borrow 
money on the credit of the syndicate, 
and the right to hold the money of 
the syndicate without accountability 
to any of the members. ‘The managers 
reserve to themselves full power and 
discretion in the management of the 
syndicate. 

The problem now presents itself as 
to the relationship existing between the 
syndicate managers and the members, 
or participants. There are several pos- 
sible relationships, depending on the 
circumstances. The syndicate man- 
agers may assume any of the following 
positions: agent, partner, joint adven- 
turer, or trustee. 

The conception of the agency inter- 
pretation would be that a syndicate 
is a group of people coming together 
and appointing one member of their 
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group or an outsider to act as their 
agent, in order to facilitate the Carry- 
ing-on of the business. The agent 
could be given as much or as little 
power as the syndicate desired. The 
principals would be liable for the acts 
of their agent, assuming that he had 
acted within the powers actually or 
apparently conferred upon him by the 
principals. Whenever an agent vio- 
lates his duties or obligations to his 
principal, he is liable to the latter for 
any damages arising. The agent is 
expected to act for the best interests 
of his principal. 

Most syndicate agreements contain 
a statement that the managers will act 
in the capacity of agents for the syndi- 
cate. The court, however, will go be- 
hind this statement in considering the 
relation of syndicate managers and 
members and will analyze the way the 
different parties act under the agree- 
ment. In the case of Byrnes v. Chase 
National Bank (232 N. Y.S. 225) the 
trial court from which appeal was made 
held that the syndicate managers were 
merely the agents of the participants in 
a joint adventure and that the latter 
were liable as principals on contracts 
made by the syndicate managers. ‘The 
court to which appeal was made from 
this decision completely reversed the 
lower court. In an earlier case, Gregg 
v. Megargel (248 Fed. 960), in which 
the managers assumed the agent's 
liability by a statement in the syndicate 
agreement, the court likewise refused 
to accept this relationship. ‘The 
agency relationship seems contradic- 
tory to the modern conception of 4 
distributing syndicate. ‘The managers 
of the modern distributing syndicate 
act as principals in the transaction 
and bear little resemblance to the 
legal conception of an agent. In view 
of the conditions surrounding the for- 
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mation of a distributing syndicate 
and the decisions of the courts on this 
subject, it may be concluded that 
syndicate managers can not assume the 
position of agents of the syndicate 
members. 

The rights and liabilities of partners 
and joint adventurers are practically 
the same, and it is generally asserted 
that they are both governed by the 
same rules of law. This is true as 
regards substantial rights, but the 
courts have shown an inclination to 
look into the relations of the members 
of a joint adventure. The circum- 
stances under which a syndicate exists 
make it closely analogous to a joint 
adventure. A partnership agreement 
is more comprehensive and permanent 
in scope and contemplates an existence 
for a longer period of time than a 
syndicate usually lasts. The fact that 
most syndicate agreements provide that 
the parties shall not be partners may 
be construed as denoting that the 
syndicate managers fear that their 
relationship with the members may 
possibly be that of partners, despite 
the fact that the same agreement may 
provide that the managers will act as 
agents. ‘he parties may expressly 
deny that they intend to create a 
partnership and furthermore they may 
not act in such a way as to create a 
partnership. In a syndicate all the 
powers are conferred upon the man- 
agers, and a limit is placed upon the 
liability of each member. Only in 
respect to the point of sharing profits 
and bearing losses in proportion to 
investment does the syndicate resemble 
a partnership. Neither in the courts 
nor in the business world has there 
been any tendency to look upon a 
syndicate as constituting a partnership. 

If the relationship is not that of 
Partners, may it not be that of joint 


adventurers? In one case the court 
said, ‘‘Persons who enter into an 
arrangement to subscribe for stocks and 
bonds of a corporation on joint account 
become joint adventurers for the trans- 
action, with legal rights and obligations 
in relation thereto, in law, substantially 
the same as those of partners.” (Jn re 
Kessler €5 Company, 174 Fed. 906) 
This means that all members are 
personally liable for the ‘acts of the 
syndicate managers or any single mem- 
ber, provided they have acted within 
their authority. As in a partnership, 
the parties have such powers as they 
may have agreed upon, and no more. 
As regards a distributing syndicate 
no one would ever suppose that a 
member would have the power to 
contract with a third party and bind 
the other members of the syndicate. 
In the case cited above two companies 
had purchased the securities of a 
company on joint account, and there 
is no similarity to the modern distrib- 
uting syndicate. In Gregg v. Megargel, 
cited above, the court said, “the 
promoters of a joint adventure, by 
inviting others to join with them in 
carrying it on, acquire a fiduciary 
relation to those who accept the in- 
vitation, and are held to strict ac- 
countability for violations of the trust.” 
Although willing to call a syndicate 
a joint adventure, the court recognized 
that the managers occupied a different 
position. The conception of a syndi- 
cate is similar to that of a joint ad- 
venture in many respects. The syndi- 
cate may evolve from the joint account, 
which is to all intents and purposes 
a joint adventure. ‘The members of a 
joint adventure of the so-called “three- 
three” or “four-four’ accounts. 
There is usually complete freedom in 
entering the joint adventure, and the 
members are not so destitute of control 
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over the actions of the association. 
As shown above and as will be further 
expanded in a later section, the courts 
have quite rigorously insisted that the 
managers are not merely joint ad- 
venturers. 

There is much to be said for the 
contention that syndicate managers 
are in the position of trustees, and the 
participants are the beneficiaries. The 
syndicate agreement between the 
managers and the participants is then 
looked upon as a trust agreement. 
If such a_ relationship exists, the 
members of the syndicate are legally 
not liable for action brought against 
the syndicate. The syndicate man- 
agers are the legal owners of the trust 
property and are limited in their 
authority and action by the interests 
and welfare of the beneficiaries. ‘The 
participants thus obtain a very con- 
siderable protection. 

The courts have not had much 
occasion to deal with this question, 
at least with respect to the modern 
security syndicate. It is advantageous 
to the parties themselves to settle 
most of their disputes out of court, 
so valuable is the reputation of a 
banking house. The small dealer is 
so dependent upon the large originating 
house that he is prevented to a very 
large extent from bringing action 
against the large house. The 
large house finds it more desirable 
to drop the small house from its syndi- 
cate list than to go to the courts. 
The Investment Bankers Association 
of America has aided considerably 
by setting up machinery for the arbi- 
tration of disputes. 

The case of Byrnes v .Chase National 
Bank, previously cited, concerns the 
relations of syndicate managers and 
members. This is the case of a limited- 
liability syndicate, organized to acquire 
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a contract for the sale of certaiy 
real estate and also certain securities 
of the company owning the real estate. 
Five individuals acted in the capacity of 
managers. ‘The provision was included 
in the syndicate agreement that nothing 
contained in the agreement should 
constitute the parties thereto partners, 
The clause that “the syndicate 
managers are not in any way made 
personally liable by any paragraph 
of this agreement” was also present. 

The court recognized that the 
manner of doing business under the 
method used was of comparatively 
recent origin and that the legal 
principles defining the rights and 
liabilities of the participants were not 
strictly fixed. The court from which 
the appeal was made contended that 
the syndicate agreement created a joint 
adventure and that the managers were 
merely the agents of the participants, 
but this decision was reversed by the 
higher court. The higher court said 
that where the syndicate agreement 
provided that the parties should not be 
partners and that participants should 
not be liable to contribute more than 
the amount. set opposite their 
signatures, the participants’ only right 
being a pro-rata share of profits, the 
managers occupied a position similar to 
that of trustees and were liable on 
managers’ contracts in __ general. 
Emphasis was placed on the fact that 
the managers acted as principals and 
were free from the control of the 
participants. If they are subject to the 
participant’s control, a partnership 
exists. In a cited case (frost v. 
Thompson, 106 N. E. 1009) the court 
said that the creation of a trust oF 
partnership depends upon the way 10 
which the trustees are to conduct the 
affairs committed to their charge, and 
the above distinction was made. 
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This distinction between partner- 
hips and trusteeships is fundamental. 
The ourts have repeatedly said that 
“the d distinctive feature between a trust 

la partnership is that of control and 
cower, that is, who controls the trust 
estate and who has the power to 

ntract and subject it to liability.””! 
If the agreement places the syndicate 
managers too much under the control 
‘the participants, a partnership rather 
than a trusteeship results. The 

portant thing is the agreement and 
the way the parties act under this 
iwreement. 

As has been pointed out, the 

nagers of the modern distributing 
syndicate have unrestricted power in 

he formation and management of the 
eae The members are abso- 
lutely dependent upon the integrity 
and judgment of the managers and have 
no voice in the management of the 


ndicate. ‘The only control over the 
anagers is that of business expedi- 
ncy. ‘There has never been any move- 


ment in security syndicating to give the 
nembers any considerable power over 
the actions of the managers. 
Granting that the courts have ruled 
that syndicate managers occupy a 
ition similar to that of trustees, the 
problem is presented as to whether this 
» a desirable relation from a business 
t of view. Does the trust provide 
4 proper form of business organization 
for the carrying-out of the economic 
ns of security underwriting and 
ivealen 
Pr m the standpoint of the members 
certainly desirable that the 
nagers act in a fiduciary capacity. 
relation of the members to the 
ers is then that of beneficiaries of 


‘Connally vy. Lyons, 18 S. W. 799; Williams v. 
of Milton, 102 N. E. 355; Mayo v. Moritz, 


3. 


24N. EF. 1084 


atrust. Ordinarily there is no liability 
attached to the beneficiary of a trust, 
since he does no contracting and has 
nothing to do with the management of 
the trusts. The trustees, holding the 
legal title to the trust property, are 
made liable for any action brought 
againstthesyndicate. Inthe execution 
of his duties in the best interests of the 
beneficiaries, the trustee is held to a 
higher degree of accountability than is 
the agent. It is largely as a means of 
protecting the members of a syndicate 
that the courts have held that the 
managers act as trustees. In view of 
the prevailing set-up which sometimes 
compels members to accept a participa- 
tion against their wishes, and more 
particularly because they have no voice 
in the management of the syndicate 
once they have accepted participation, 
it is desirable that they obtain the 
protection accorded the beneficiaries of 
a trust. 

This relationship has certain advan- 
tages from the managers’ point of view. 
The managers of a syndicate must 
necessarily have very wide powers in 
order that the origination and 
distribution of securities may be 
efficiently carried out. The necessity 
is considerably greater today than it 
formerly was. No arrangement can be 
tolerated that will tend to hamper or 
slow up the process. It is also 
necessary that the managers should be 
reasonably assured that their invitation 
to other houses to participate in the 
issue will be accepted. This is the only 
way that they can perform the 
important economic function of making 
a definite commitment with the 
company issuing’ the _ securities. 
A trust has the further advantage of 
being a very flexible form of business 
organization. Making the syndicate 
managers trustees, with full power to 
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control and manage the trust property, 
gives them the necessary scope of 
authority and at the same _ time 
adequately protects the participants. 

Furthermore, the obligation to the 
company whose securities the syndicate 
is distributing should be considered. 
For the successful sale of the securities 
the issuing company looks not to the 
participants but to the managers. 
They are the ones held responsible. 

One of the objections that would be 
offered to this arrangement is that it 
makes the managers personally liable. 
This does not necessarily follow. The 
courts have ruled that the trustee may 
limit his liability to the trust property 
by specifically stating this limitation in 
the trust agreement and by having it 
understood by the persons with whom 
he does business. In the absence of 
special limitation a contract by a 
trustee relative to the trust property 
binds him personally. There has been 
no indication in investment banking 
that the syndicate managers are 
considered personally liable, and the 
courts would undoubtedly take this 
fact into consideration. A syndicate 
agreement should nevertheless contain 
this special limitation, as most agree- 
ments do at the present time. 

Another disadvantage, probably 
more serious, is the disagreement 
among jurisdictions and courts as to 
what constitutes a trust. In various 
states trusts have been called “‘associa- 
tions,’ “‘unincorporated companies,” 
and “partnerships.” It is not within 
the scope of this article to discuss the 
status of the trust as a distinct and 
separate form of business organization, 
but the lack of agreement should be 
pointed out. This uncertainty of the 
legal position has undoubtedly held 
back the development of the trust as a 
form of business organization. Much 


of the confusion, however, has beep 
caused by loosely drawn trust agree- 
ments, and a business may protect 
itself very considerably by exercising 
proper care in drawing up these 
agreements. 

The idea of trusteeship has been 
gradually assuming a more prominent 
place in the business world. Many 
people are beginning to wonder if the 
managers of a corporation, or those who 
control the management, should not be 
considered as trustees. A recent book 
by A. A. Berle, Jr., Cases in Corporation 
Law, excellently presents the arguments 
in favor of such an interpretation. 
When applied to the managers of a 
modern security syndicate the case is 
ever stronger. 

It may be that a syndicate will come 
to be considered a distinct and separate 
type of association. A type of 
organization acquires a certain inde- 
pendence and distinctiveness merely by 
being commonly used over a period of 
time. By common usage in business 
over a period of years, a distinct set of 
rights and liabilities may come to be 
recognized by the courts. This evolu- 
tion from the so-called merchant’s law 
has been the history of much of the law 
governing our business relations today. 
It is interesting to note that in the case 
of Byrnes v. Chase National Bank the 
court said that the syndicate managers 
were trustees but that they occupied 
a “position similar to that of trus- 
tees.” A syndicate may _ be as- 
sumed to be somewhere between a 
joint adventure and a _ trusteeship. 
Certainly it has some of the character- 
istics of each form of association. 
This, however, does not necessarily 
mean that the rights and liabilities o! 
the managers should be or are 
essentially different from those 0! 
trustees. 
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One of the noticeable modern 
developments in the distribution of 
securities in this country is the increas- 
ing use of selling groups, which are to 
be distinguished from the syndicate 
method. A sales relationship exists 
between the managers and the members 
ofa selling group. In the case of large 
issues in which a selling group is used, 
however, a banking group is also 
usually found to underwrite the issue. 
This group may contain as many 
members as a distributing syndicate. 
The banking group is similar to the 
distributing syndicate except that the 
functions of the former are limited 
merely to the underwriting of the issue. 
The managers of a large banking 
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group are therefore in the position of 
trustees, if the same reasoning as applied 
to the distributing syndicate is used. 

In a distributing syndicate or in a 
large banking group it is concluded 
that the managers can not be regarded 
as the agents of the members. In the 
case of Byrnes v. Chase National Bank, 
the court definitely held that in their 
relation with the syndicate members 
the managers were in the position of 
trustees. From a business standpoint 
this interpretation is also desirable, in 
that it provides proper protection for 
the participants and at the same time 
allows the managers ample authority 
for the efficient carrying-out of the 
distribution of securities. 
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BRANCH FACTORIES IN FOREIGN COUNTRIES' 


was heard concerning the estab- 

lishment of branch plants in 
foreign countries by American indus- 
trial concerns. The export trade of the 
United States was limited in volume 
and importance and was _ generally 
considered as an outlet to care for excess 
domestic production. Few manu- 
facturers possessed any appreciation 
of the true value of the foreign market. 

In the early years of the twentieth 
century difficulties other than lack of 
appreciation of the potentialities of the 
foreign market militated against the 
establishment of branch plants in for- 
eign countries. ‘The American investor 
had not become internationally minded, 
and a wide-spread prejudice against 
foreign investments made it both diffi- 
cult and costly to obtain the capital 
necessary for foreign expansion. Fur- 
thermore, it was only by payment of 
high salaries, far out of proportion to 
those paid holders of corresponding 
positions in this country, that suitable 
executives could be found to manage 
foreign plants. American business men 
seemed extremely reluctant to take up 
residence abroad. 

It is unquestionable, however, that 
the advent of the World War greatly 
altered this situation. The belligerent 
nations, with all productive facilities 
concentrated upon the production of 
war-time requirements, began to call 
upon the United States for vast quan- 
tities of goods, and neutral nations, 
previously importing to a large extent 
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‘Summary of a thesis prepared by Everett Stahl, 
Harvard Graduate School of Business Administration. 
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from the warring nations, perforce 
turned to this country for those goods 
no longer obtainable from former 
sources of supply. 

The coming of the Armistice found 
the American manufacturer possessed 
of an acute appreciation of the value of 
a large foreign demand and a footing in 
numerous highly profitable markets. 
Furthermore, the prejudice against 
foreign investments and the difficulties 
involved in finding suitable manage- 
ment for foreign plants, which in 
pre-war years constituted real obstacles 
to foreign expansion by domestic con- 
cerns, had been largely removed. The 
United States had become the creditor 
nation of the world, and investors 
were awake to opportunities for profit 
in foreign enterprise. Hundreds of 
well-trained young men, realizing the 
growing importance of foreign trade, 
saw in it opportunity for success and 
achievement. 

At the close of the War not only had 
all the old obstacles to the establishment 
of foreign plants been removed, but the 
establishment of foreign plants had 
come to be in the nature of a necessity 
for those American manufacturers who 
were determined not to relinquish the 
hold gained in foreign markets during 
the war years. Plants the world over 
had been greatly expanded to produce 
for the needs of warring nations, and 
production efficiency both in this coun- 
try and abroad had greatly increased 
owing to perfections in equipment an¢ 
processes. It was apparent that com- 
petition in foreign markets was becoming 
increasingly keen and that every manu- 
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facturer who desired to retain his share 
of the foreign business must keep costs 
at a minimum and quality and service 
at a maximum. The fact that the 
foreign branch plant enabled the Amer- 
‘can manufacturer to do these things 
explains the establishment of a large 
number of foreign branch plants since 
the War and the consideration which 
the problem is receiving from prac- 
tically every manufacturer engaged in 
the export trade. 

While official figures are not avail- 
able, it has been estimated that there 
are now 33 American-owned plants in 
Germany, 26 in Great Britain, 20 in 
France and from two to five each 
in Belgium, Italy, Holland, and the 
Scandinavian countries. A number of 
American firms own one or two plants 
in each of these countries. Canada, as 
might be expected, has provided the 
most fertile field for the establishment 
of branch plants. At the present time 
over 1,400 American branch factories 
are operating there. 

It is the purpose of this paper to 
outline the factors which have induced 
some American manufacturers to estab- 
lish branch plants in foreign countries 
and the factors which have led other 
American manufacturers to refrain from 


doing so. 


Factors Encouraging the Establishment 
of Branch Plants by American 
Manufacturers 


The post-war years witnessed im- 
portant changes and revisions in tariff 
policies throughout theworld. Many 
American manufacturers competing in 
foreign markets on a price basis found 
it impossible to cope with post-war 
import duties in foreign countries. 
lhe establishment of branch plants in 
foreign markets has been due in many 





cases to the tariff situation. Mr. Smith 
of the Fuller Brush Company of Hart- 
ford, explaining the action of his com- 
pany in establishing a Canadian plant, 
said, ‘‘We can not climb a 35% tariff 
wall.” 

The tremendous tariff advantage 
to be secured from the operation of a 
branch factory in Canada doubtless 
goes far to explain the marked growth 
of the branch-factory movement there. 
Canada, our second best buyer, 
provides a market well worth entering 
without tariff restrictions. Moreover, 
the advantage is not confined to the 
Canadian market alone. The British 
preferential tariff system permits goods 
manufactured within the British Em- 
pire to be received in some other sec- 
tions of the Empire at a lower import 
duty figure than the same goods manu- 
factured elsewhere. Bearing in mind 
the fact that the British Empire em- 
braces a population in excess of 
450,000,000, it is apparent that the 
establishment of a branch plant in 
Canada opens to the American manufac- 
turer on preferential terms a potential 
market of tremendous size. 

The ability better to render prompt 
and efficient service is another factor 
which has led domestic manufacturers 
to establish plants overseas. The War 
taught manufacturers, distributors, and 
consumers the world over the value 
of prompt deliveries and personal atten- 
tion to the needs of the consumer. 
The Gillette Safety Razor Company, 
the Page and Shaw Company, and the 
National Cash Register Company, in 
opening foreign plants, evidently were 
strongly influenced in their decision 
by the competitive advantages which 
might be secured through a close- 
range handling of markets. 

The service argument for establish- 
ment of a foreign branch becomes much 
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more significant if the product to be 
sold abroad is complicated and tech- 
nical in nature and requires consider- 
able servicing and frequent repairs by 
experts. Prompt deliveries of a non- 
technical product may be effected by 
maintenance of a branch warehouse 
in the foreign market, but the upkeep of 
a technical product sold in distant 
markets in great volume usually neces- 
sitates establishment of an assembly or 
manufacturing plant overseas. The 
International Harvester Company, the 
American Radiator Company, the Ford 
Motor Company, and the Worthington 
Pump and Machinery Corporation un- 
doubtedly were greatly influenced by 
this factor in adopting policies of 
foreign expansion. 

A by no means unimportant reason 
for seeking plants abroad is the 
reduction in distribution costs. Over 
and above the import duties which the 
foreign purchaser must pay are the 
charges for ocean freight, handling, and 
insurance of American products. 
These charges become excessively 
heavy in the case of products such as 
those manufactured by the E. I. du 
Pont de Nemours Company and the 
Libbey-Owens Sheet Glass Company. 

Many firms have been able to attain 
lower costs of production through 
manufacture in _ foreign markets. 
Labor invariably is cheaper abroad than 
in the United States, certain raw 
materials are obtainable in foreign 
countries at lower prices, and in certain 
countries, Canada and Scandinavian 
countries, for example, cost of power 
is extremely low. The American 
manufacturer can raise the necessary 
capital in the American market and can 
then establish a foreign plant to take 
advantage of the lower manufacturing 
costs prevailing overseas. The Johns- 
Manville Company established a 


Canadian plant in order to reduce 
manufacturing and __ transportation 
costs. It was found that refinement of 
ore at the mines prior to shipment to 
finishing plants in this country offered 
large savings. The Fairbanks Com- 
pany, American scales manufacturers, 
in order to obtain low-cost manufacture 
for English and Continental markets. 
established a plant at Birmingham, 
England, where skilled labor was 
abundant at wage rates lower than 
those prevailing in the United States, 

Many countries offer special induce- 
ments to American and other manufac- 
turers to encourage them to locate plants 
in their territory. These inducements 
take the form of special tax reductions 
or immunity, labor and __ power 
concessions, shipping and _ handling 
facilities. In countries where railroads 
are government-owned, railroad con- 
cessions in the form of free sidings and 
special rates are offered. Civic bodies 
and public-spirited individuals in many 
communities offer encouragement of a 
similar nature. Free factory sites have 
been granted in_ certain cases. 
Canadian communities have been 
among the most active in offering such 
special inducements’ to foreign 
manufacturers. Railroads, chambers 
of commerce, civic bodies, and munici- 
palities have spent thousands of dollars 
to induce American manufacturers to 
locate plants in Canada. 

Not only have foreign governments 
done much to encourage the establish- 
ment of branch plants by American 
concerns, but the United States 
Government has fostered the branch- 
factory movement. At the Twelfth 
National Foreign Trade Convention, 
Honorable J. Butler Wright, Assistant 
Secretary of State, said: ‘‘The interest 
of the Government of the United States 
in the promotion and support of legiti- 
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mate American enterprise in foreign 
countries would seem to have been 
jemonstrated in such frequent and 
jiversified instances as to justify the 
statement that such promotion, 
support, and protection has become a 
settled part of the policy of the 
Government.” 

In a few cases climatic conditions 
along shipping routes have induced 
American manufacturers to establish 
branch plants. The Eastman Kodak 


Company established a plant in Aus- 
tralia not only because of the tariff 


obstacle but also because’ great 
dificulty had been experienced in ship- 
ping film through the torrid zone with- 
out deterioration in quality. The 
America Glue Works opened a plant in 
Argentina to obtain proximity to 
sources of raw-material supply and to 
avoid shipment through the regions of 
the equator. 

Fluctuations in exchange rates have 
sometimes been partly responsible for 
the opening of a branch factory. Quot- 
ing of prices in terms of dollars has not 
proved practicable in many instances, 
and “hedging”? does not completely 

ove the risk of exchange if prices are 
quoted in the currency of the country to 
which the goods are being exported. 
Much delay and financial risk are 
avoided if the cost of manufacturing 
the goods and the price received for 
them are in terms of the same currency. 

The desire of the American manufac- 
turer to secure ‘‘nationalization” of 
product has been a primary influence 
eading to the establishment of branch 
overseas. The war served to 
emphasize national consciousness 

ighout the world, and, in view of 

the greatly expanded productive capac- 
of all the nations, it is not sur- 
sing that this national consciousness 
began to express itself as a spirit of 


Diants 


fostering home industries. The Amer- 
ican manufacturer, engaged in the 
export trade, found it increasingly 
difficult to sell to foreign consumers 
emotionally prejudiced in favor of the 
home-made article. 

The Eastman Kodak Company 
found that low cost and high quality 
could not combat this prejudice in 
the British Empire and, in order that 
their products might bear the label 
“British Made for British Trade,” 
established three plants within the 
Empire. The Warner Company, 
manufacturers of chemicals, pharma- 
ceuticals, and drug products had built 
up large and promising markets in 
Spain and Argentina which were begin- 
ning to suffer from the preference 
shown for products of domestic manu- 
facture. By building factories in these 
countries and advertising the merchan- 
dise as of Spanish or Argentinian 
manufacture the company succeeded 
in regaining its former position in 
these markets. 

The prejudice against goods of 
foreign manufacture frequently appears 
in a rationalized form. ‘The consumer 
knows that the foreign manufacturer of 
a given article must pay shipping 
costs and import duties which the 
domestic manufacturer need not pay. 
He therefore reasons that, if the prod- 
ucts of the two manufacturers are 
selling at substantially the same price, 
the foreign-made product must be of 
inferior quality. 

Finally, it should be noted that legal 
provisions dealing with taxation and the 
licensing of patents have been factors 
of primary importance in_ influenc- 
ing American manufacturers to estab- 
lish foreign branch plants. A foreign 
subsidiary company may enable the 
parent company to evade double tax- 
ation of its foreign business and at 
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the same time may provide a very 
convenient temporary repository for 
profits which the company does not 
wish taxed in the United States 
at existing rates. As for the patent 
situation it is clear that certain Amer- 
ican manufacturers have been able to 
retain exclusive rights to certain pat- 
ented products or processes only by 
the establishment of foreign branch 
plants. 


Factors Discouraging the Establishment 
of Branch Plants by American 
Manufacturers 


In certain countries economic and 
political conditions are so unsettled 
that foreign manufacture is out of the 

even though the foreign 
under consideration appears 
Prox- 


question, 
market 
to present great potentialities. 


imity to adequate supplies of raw 
materials, a large, stable, and sufh- 
ciently skilled labor supply, well-dev- 


eloped transportation and _ banking 
facilities, and sound governmental con- 
ditions usually are essential to the 
successful operation of a foreign branch 
plant. It is recognized that in the 
post-war period conditions completely 
favorable to foreign manufacture 
were to be found in surprisingly few 
countries. 

American manufacturers with branch 
plants in foreign countries have experi- 
enced considerable difficulty in main- 
taining the equality of their products. 
Distance impedes proper manufac- 
turing control from the home office, 
and lack of familiarity with American 
methods hinders the native workmen. 
Some concerns have found that in the 
long run it is cheaper to manufacture 
abroad in accordance with local con- 
ditions. Even if the size of the foreign 
market warrants installation of mass- 
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production methods in the foreign 
plant, utilization of such methods 
proves to be poor economy if delays in 
the flow of work through the shop 
are frequent and if the percentage of 
rejections mountsunduly. Ratherthan 
cope with such manufacturing diff. 
culties, many American manufacturers 
have decided against the establishment 
of a foreign plant. 

It is quite conceivable that the 
establishment of foreign branch plants 
by an American manufacturer might 
lead, temporarily at least, to a weaken- 
ing of the manufacturer’s position in 
the domestic market. The attention 
of management will be for a time 
concentrated on problems connected 
with foreign expansion. Furthermore, 
a certain portion of the plant formerly 
engaged in satisfying the  require- 
ments of export trade may be for 
the time left idle. In such a case 
overhead begins to eat into profit, and 
competitive standing is endangered. 

The establishment of a foreign 
branch plant necessitates a complete 
duplication of organization. Ex- 
perience has shown that success in 
foreign plant expansion is usually ob- 
tainable only by granting to each 
foreign unit a large measure of in- 
dependence. Difficulties involved in 
exercise of minute control from a great 
distance are insuperable, and the home 
office can dictate only on matters of 
general policy. Considerable financial 
loss is involved in providing, organizing, 
and training manufacturing, sales, and 
administrative forces capable of han- 
dling routine work in the operation 0! 
a foreign plant. 

It has been pointed out that legal 
provisions bearing on taxation and the 
utilization of patents in certain cases 
have led American manufacturers 
establish foreign plants. It is no ess 





reign 
thods 
LYS in 
shop 
ge of 
r than 
diff- 
turers 
iment 


the 
slants 
night 
aken- 
on in 
ntion 
time 
ected 
more, 
nerly 
juire- 
for 
case 

, and 
ered. 
reign 
plete 
Ex- 


$$ in 


Plants by American 


SUMMARIES OF BUSINESS RESEARCH 10} 


true that legal provisions have in 
certain cases prevented the establish- 
ment of branch plants in foreign coun- 
tries. For example, Canada requires 
fifty per cent of the cost of the finished 
product to represent Canadian effort 
in order to be considered a product of 
Canadian manufacture. The manu- 
facturer establishing a branch plant 
in Canada must meet this production 
requirement if he is to gain full “nation- 
alization”? of product and enjoy such 
oreferential tariff treatment as may 
exist within the British Empire. The 
manufacturer may find that this mini- 


with his production scheme and, though 
perfectly willing to establish an as- 
sembly plant in Canada, he may be 
unwilling to undertake more complete 
manufacturing operations there. 
Finally, it should be noted that lack 
a suitable market has prevented 
\merican manufacturers from es- 
tablishing branch plants in certain 
countries. Regardless of the adequacy 
of manufacturing facilities, such as 
cheap labor and abundant raw mate- 
rials, foreign manufacture is never justi- 
fied unless market surveys show beyond 
ill doubt that there exists a potential 
market of sufficient volume and con- 
centration to make operations of a 
separate plant profitable. Countries 
such as India and China are possessed 
f tremendous population and large 
raw-material resources, but real pur- 
chasing power is practically non-exis- 


tent, the standard of living is low, and 
taste for many of the products which 


western civilization considers neces- 
sities of life has never been stimulated. 


Conclusion 


‘There are many problems connected 
the establishment of branch 


? 


manufacturers 


which can not receive treatment in 
this paper. General factors for and 
against the establishment of a branch 
plant have been indicated, but no 
attempt has been made to indicate 
many of the specific problems which 
each manufacturer must face. Deci- 
sions must be made concerning the 
selection of exact location, the wisdom 
of buying versus building plant facil- 
ities, the scope of actual manufacturing 
operations to be carried on overseas, 
the extent to which local capital should 
be enlisted in the enterprise, the 
channels of distribution and_ the 
methods of sales promotion to be 
utilized, and the attitude to be adopted 
toward competitors. 

No American manufacturer contem- 
plating foreign expansion can afford 
to undertake establishment of a foreign 
plant without exhaustive study. Even 
the greatest care in investigation does 
not provide absolute insurance against 
failure in the foreign field. The 
Libbey-Owens Sheet Glass Company, 
after careful examination of the pos- 
sibilities of the Canadian field, built 
a modern and expensive plant at 
Hamilton, Ontario. A few months 
after the opening of the plant a shift 
in exchange rates between Belgium 
and Canada made it possible for Bel- 
gian glass to drive the product of 
Libbey-Owens from the market. The 
new plant was closed down and has 
remained so up to the present time. 

On the other hand, no American 
manufacturer engaged in the export 
trade can afford to underestimate the 
competitive advantages which may be 
secured through the operation of branch 
plants in foreign countries. Many 
American manufacturers have already 
demonstrated that the foreign-branch- 
plant idea is both sound and profitable, 
and it is apparent that absentee 
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development of foreign markets is 
becoming less practicable as competi- 
tion for those markets becomes in- 
creasingly keen. 

At the present time the highly 
industrialized nations of the world 
undoubtedly provide the best locations 
for the branch plants of American 
manufacturers. Purchasing power is 


SALESMEN’S 


NE of the problems connected 

with the employment of salesmen 
is the decision as to the use or non-use 
of formal written contracts. Because 
mutual understanding and satisfaction 
play such a large part in determining a 
salesman’s efficiency and willingness 
to work, effort should be made to 
maintain clear and satisfactory rela- 
tions between employer and employee. 
One of the common methods used to 
prevent misunderstanding and suspi- 
cion is the use of formal written 
contracts with salesmen to define the 
positions and obligations of both 
parties. 

As a matter of fact, an oral agreement 
used in employing salesmen is legally 
enforceable. The formal written doc- 
ument is used merely to provide defi- 
nite evidence of the nature of the 
contract and to secure clarity in a 
sometimes unwittingly assumed rela- 
tionship which otherwise holds exten- 
sive possibilities for confusion. 

There are many informal documents 
which are not consciously or deliber- 


‘ Adapted from two theses by John E. Dorsey and 
Albert J. Keenan, submitted in the course in Sales 
Management in the Harvard Graduate School of 
Business Administration. 


relatively high in these countries, and 
the tastes of the consuming population 
have been educated to most products. 
Furthermore, it is the highly industrial. 
ized nations which are most apt to 
possess the labor forces, transportation 
and banking facilities, and stable goy- 
ernments without which - successfy! 
manufacture is an impossibility. 


CONTRACTS' 


ately intended to be contracts but 
which are essentially such. Among 
these are application blanks; letters 
of confirmation, particularly when they 
contain notations as to terms of em- 
ployment, limitation of territories, re- 
muneration, duties, et cetera; letters of 
a correspondence course, which, when 
assembled, constitute a sales manual; 
ora sales manual itself. Each of these, 
in the absence of a document which 
would ordinarily be described as a 
written contract, may be introduced as 
evidence into the court and operate 
as a written contract. In spite of the 
fact that these informal documents 
have certain advantages, such as adapt- 
ability and economy, the desire to 
secure a clear, definite, and formal 
relationship may militate against their 
use and in favor of the use of integrated 
formal written contracts. 

The formal, explicit, written contract 
may be one of two general types: 
standardized, that is, one general form 
for all salesmen in a firm or for all 
firms in an industry, or individualized. 
Each type has its advantages. Under 
the standardized contract may be men- 
tioned economy, ease in handling, sales- 
men’s confidence, and tested legality. 
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The individualized contract has the 
advantage of flexibility, that is, suit- 
ability to varying personalities, situa- 
tions, trade customs, or territories. 
The number of salesmen employed, 
the type of their duties, variations in 
territory or products or treatment 
of salesmen are among the factors 
which may determine whether the 
definiteness of the standardized con- 
tract, as well as the economy to be 
secured through the fact that it is 
interchangeable, outweighs the disad- 
vantage of its rigidity. It should be 
noted that both types may on occasion 
be combined by the inclusion of special 
clauses in the space left for that 
purpose below the standardized form. 
In any case, however, there is a definite 
formal attempt to define the contrac- 
tual relations between the two parties. 

Certain factors often tend to make it 
expedient or inexpedient to use formal 
written contracts of some type with 
salesmen. It is the purpose of this 
article to enumerate briefly some of 
these factors, and in addition to 
present some of the more common types 
of clauses found in such contracts. 

One of the prominent arguments 
advanced against the use of formal 
written contracts is that it is useless 
to attempt to hold a dissatisfied sales- 
man by threats of enforcing a contract. 
Temporarily, lessened sales may result 
from the poor quality of work caused 
by such threats, and this decrease in 
sales may entail a permanent loss if 
poor salesmanship also causes loss of 
customer good-will. Furthermore, the 
usual legal recourse in case a salesman 
insists on leaving the company’s em- 
ploy, that of suit for damages because 
of a breach of contract, is very difficult 
to enforce against a financially irrespon- 
sible salesman. On the other hand, 
in the case of a breach of contract by 
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the employer, a salesman’s suit for 
damages can usually be rather easily 
enforced against a company which 
must of necessity be permanently lo- 
cated and financially responsible. 
Thus a contract with salesmen is often 
said to be a very one-sided affair. 
Moreover, it has sometimes hap- 
pened that a formal contract has 
not fulfilled what is usually its main 
purpose, namely, security against 
misunderstanding. The court may 
interpret a contract literally, and this 
interpretation may differ from what the 
company has intended, for ‘The 
existence of a contract implies that the 
company intends a literal and rigid 
interpretation.”? There are numerous 
cases where’ such _ interpretations, 
caused essentially by insufficient defini- 
tion of contractual relations, have 
resulted in large losses. A company in 
the Pacific Northwest was forced to pay 
a considerable sum to one of its sales- 
men because it had promised him a very 
remunerative commission if he brought 
in a large government contract. After 
a considerable delay, he obtained the 
contract and submitted it to the 
company. ‘They refused to accept it 
then because by this time their 
productive capacity was fully taken 
care of by orders already booked. 
Nevertheless, the court held that the 
company was liable and granted the 
salesman his commission.* Ina similar 
case the court also granted the salesman 
his commission on all legitimate orders, 
even though the company had refused 
to book them because of its inability to 
secure goods with which to manufacture 
them.‘ In other cases the courts have 
decided that drawing-account advances 


2 Goller v. Henseler, 161 S. W. 584. 

3 Redwine v. Continental Realty Co., Imc., 184 F. 851, 
ror <<. BR, 228, 

* Wolff Shirt Co. v. Sachs, 168 S. W. (Mo.) 641. 
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against anticipated earnings can not be 
collected from a salesman unless it is 
stipulated in the agreement that these 
advances are made in the nature of a 
loan and are to be repaid.’ Finally, in 
the case of the Jndiana Ventilating and 
Lumber Company v. Hageman,* diff- 
culty arose because the rapid growth 
of the company resulted in salesmen’s 
earnings becoming excessive in propor- 
tion to their normal salary. However, 
because there was no stipulation cover- 
ing a method of change in the contract, 
the court held the company to it. 

However, in spite of certain dis- 
advantages which the use of a written 
contract may entail, if such a contract 
is clearly understood at the outset and 
is presented tactfully to the salesmen 
it may prevent misunderstanding, not 
only because a written record has 
been made in what should be the most 
accurate of language but also because 
its moral, even if not its legal effect 
may be binding upon the salesmen. 

The salesman has or should have 
positive evidence that the company is 
trying to be fair and equitable, to 
assure the mutual protection of both 
parties, and this assurance should tend 
to build up the morale of the sales force 
and to make it somewhat less likely 
that any of its members will attempt to 
take advantage of the company. 
Moreover, since unscrupulous salesmen 
may not realize the limited extent of 
the legal recourse which the company 
possesses, the psychological effect of the 
contract may be such that not even 
they will attempt to dispute with or 
try to deceive the company. 

Also, if no written agreement exists, 
in the absence of certain other kinds 
of evidence, trade customs may be 

® Schnabel v. American Ed. All. 140 N. Y. S. 369; 


Schlesinger v. Burland, 85 N. Y. S. 356. 
* 105 N. E. 253, 57 Ind. App. 668. 
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introduced as evidence, or the employer 
may have to submit to the rulings of 
the Sales Code, the uniform commercia] 
act which today furnishes the back- 
ground for all matters dealing with the 
legal phases of selling goods. There- 
fore, in cases of departures in individual 
practice from ordinary trade customs, 
or in cases where it is feared that a 
decision influenced by the Sales Code 
might tend to be against the employer 
and in favor of the employee, written 
contracts may be used advantageously, 
and the jurisdiction of custom or code 
be avoided. Further than this, the use 
of written contracts is often advan- 
tageous because their very existence 
may tend to deter any legal action 
whatever. 

From the results of 596 question- 
naires sent out by the Student Edito- 
rial Board of the Harvard Business 
Review, 184 firms in 20 industries were 
classified into users (31.8%) and non- 
users (68.2%)? of formal written sales- 
men contracts. An analysis was also 
made of the factors which appeared 
to have influenced the use of contracts. 

A summary of the firms arranged by 
capitalization and number of salesmen 
employed is shown in Tables I and II. 




















Taste I. Capitatization or Users anp Now- 
USERS OF SALESMEN’S CONTRACTS 
Capitalization Total Ne “| Class 
Users | °"” | Using 
users 
l 
Over $1,000,000. .......666 05] 60.4 | 6.3 | 81 
$500.000 to $1,000,000...... 12, 1 | 8.7 | 39 
$300,000 to $500,000. ...... | 5-2 | 9-5 | 20 
$100,000 to $300,000. ...... 15.2 [03.5 | 15 
$50,000 to $100,000. ....... 6.4. 05.9 | 9 
$25,000 to $50,000......... 13.4 jtg.t | 8 
$10,000 to $25,000......... | 3.7 {13-5 | § 
Not Determined........... 8.6 [13.5 | 20 
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758.7% and 41.3%, if confirmation of verda! 
agreements is included. 
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Usexs awn Non-users oF ContTRAcTs 























% of ae % of 
Number of Salesmen Total sei Class 
Users Using 
users 
Over 1,000... . 6.39) -9}| 75 
500 to 1,000. . 4.25, 1.8] 50 
250 to 499....- 4-25, 1.8 50 
100 to 249..- 12.78} 9.9 35 
50 to 99 21.68) 13.5 | 46 
$6 00 40..%.. 19.13| 20.7 | 28 
ve  Oeeeerereeer rt Tt 25.52] 51.3 17 
Although it must be borne in mind 


that we are dealing with a compara- 
tively narrow sample, it is obvious 
from the tables that as capitalization 
and number of salesmen increase, the 
tendency to use written contracts in- 
creases. Ninety-three per cent of all 
salesmen included in the study who 
worked under written contracts were 
employed by concerns having over 
one hundred salesmen. 

When the product is of a technical 
nature—electrical equipment, for exam- 
ple—there appears to be a tendency 
to use written contracts. This may be 
due partly to the fact that the sales- 
man’s relations with customers are 
more complicated with such a product 
than with a simple one and it may also 
be due partly to a desire to attempt 
to secure a hold on technically trained 
men who have been developed by the 
company. When valuable patent 
rights are involved or when salesmen 
are apt to gain knowledge of valuable 
production secrets, written contracts 
are used with salesmen in order to 
insure continuance of secrecy. 

As the relations between salesmen 
and employer grow more complex, in 
companies where the salesmen make 
collections, keep accounts, and gain an 
intimate knowledge of the company’s 
customers such as is the case in part of 
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the retail milk trade, written contracts 
are used in order that there may be an 
exact definition of relations. Such con- 
tracts have a definite legal background. 
In the case of The People’s Coat, Apron 
and Towel Company v. Light® and in cer- 
tain other cases® the courts have held 
that, if a former employee specialized 
on his old customers while soliciting the 
trade for the benefit of a competing 
firm by which he was hired, he could be 
restrained; while, if the reverse were 
true and he solicited the trade in 
general, he could not be restrained. 
Where there is a wish to put a limit 
on the salesman’s authority, which 
because of the nature of the product 
must necessarily be extensive, written 
contracts are frequently used. Such 
instances are to be found in products 
which have to be ordered according to 
varying specifications. They are also 
to be noted in lines or in companies 
where the salesmen are allowed to 
vary prices. Explicit written contracts 
are practically universal in companies 
where the salesmen make contracts or 
enter into legal relations with customers 
which tend to bind the company. 
Written contracts are perhaps most 
frequently found in export trade. 
Here trade customs are _ scarce, 
authority of salesmen extensive, and 
relations between company and sales- 
men complicated. For each of these 
reasons, written contracts are used. 
If methods of remuneration are 
complicated or if the salesmen sell 
lines upon which different rates of 
commission are paid, disputes can 
usually be avoided only by means of 
some permanent record of the con- 
ditions of employment. This is the 





8157 N. Y. S. 15. 

9 Taft v. Smith, Gray @ Co., 134 N. Y. S. 1011; Drake 
v. Auerbach et al., 35 N. W. 367; McCall Co. v. Wright, 
a7 N.Y. S&S. 375. 
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case also when the salesman accepts 
and sel's again “‘trade-ins”’ along with 
the main product, for it is customary 
for different rates of remuneration to 
be paid for main products and for trade- 
ins. Moreover, it is frequently 
necessary to specify allowances on 
trade-ins to avoid the cutting of prices. 
Under these conditions the tendency 
seems to be to define relations and 
avoid disputes by means of written 
contracts. 

Formal written contracts with sales- 
men seem to be especially prevalent in 
certain types of business. Perhaps it 
is because the inclination to use formal 
contracts grows stronger as the number 
of salesmen’ grows that written 
contracts are almost universally used 
by the larger companies which sell by 
means of house-to-house canvassing. 
Here impersonality of relationship is 
carried out to a very full extent, as 
must necessarily be the case where such 
a large number of salesmen is employed. 

In the study made by the Student 
Review Board, there appeared to be a 
slight tendency toward localization in 
the use of written contracts; that is, the 
use of contracts was more universal in 
the northern and eastern sections of 
the country than in the southern and 
western. It is quite probable, how- 
ever, that locality has an effect on the 
existence of written contracts only 
through the operation of other factors 
which are determined by locale. That 
is, in the South and the Far West 
industrial development has not been 
so rapid nor so extensive as in the North 
and the East. Companies are apt to 
be smaller and hence personal relation- 
ship, particularly in the South, is 
stressed more. 

Those conditions which determine 
the use of contracts determine also to a 
large extent the clauses to be found in 
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them. The following is an analysis of 
clauses and the frequency with which 
they occur in contracts, which were 
received by the Review Board inanswer 
to its questionnaire, 184 workable 
answers having been received. 


1. Definite salary or com- 
mission and_ territory 
arrangement........... 

2. Agreement to take con- 
tracts and to serve: 


32 times 


(a) No time limit....... 23 times 
(0) Time limit......... Q times 
(1) Immediate dis- 
CRAIG. 005 sica § times 
(2) Discharge or 
quit 
(a) Two weeks’ 
notice...... 6 times 
(6) Thirty days’ 
notice...... 14 times 
3. Agreement to serve full 
sac cakkcncostsanes 20 times 
4. Definition of duties..... I times 
5. Procedure in_ placing 
ETE ee eer ere 11 times 
6. Information as to equity, 
etc., and as to property 
OF COMPOART....0000020 8 times 
7. Only existing agreement 
in force, no oral agree- 
WE) 2 ccxcannnennannen 8 times 
8. Bond requirement...... 7 times 
g. Provision for collections. 6 times 
10. Vacation conditions..... § times 
11. Settlement periods...... § times 
12. Conditions of dismissal.. 4 times 
13. Provisionforamendment 4 times 
14. Automobile provisions— 
re 4 times 
15. Questions as to sale of 
second-hand goods...... 4 times 


The most important are clearly those 
general clauses dealing with compensa- 
tion, territory, termination, duties, and 
obligations. The remaining clauses 
which do not come under these general 
headings are very evidently suitable to 
particular conditions rather than gene- 
ral situations. This serves to em- 
phasize the fact that, while it is un- 


























joubtedly wise to include those clauses 
which have the sanction of popular cus- 
tom, the wisdom of the inclusion of any 
particular clause depends on partic- 
ular factors which are not the same 
throughout the economic structure but 
which vary from company to company 
and from industry toindustry. Hence, 
any rules with regard to the inc'usion 
of clauses must be very general in 


nature. 
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might be laid down covering the use of 
formal written contracts are as follows: 
1. Among the principal factors which 
should be considered in reaching a 
decision as to the use of written 
contracts are size of company, nature 
of product, authority vested in sales- 
men, manner of selling, means of 
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remuneration, and the amount of per- 
sonal relationship which exists between 
employer and employee. 

2. In addition to general clauses 
dealing with compensation, territory, 
termination, and duties and obligations, 
consideration should be given to out- 
of-the-ordinary factors in the com- 
pany’s relationship with its individual 
salesmen which may require particular 
clauses to deal with them. 

3. Due cognizance must be taken of 
future as well as present factors which 
may affect the relationship between 
employer and employee, and clauses 
selected must provide not only the 
greatest present protection but also 
the maximum flexibility to meet pos- 
sible future changes. 

4. Finally, a good lawyer should be 
consulted in order that business judg- 
ment may be set forth in the correct 
legal phraseology. 








CASE STUDIES IN BUSINESS 
THE ADVERTISING AND SALES PROMOTION OF 





TEXTILE PRODUCTS 


N the past textiles have not been 
| advertised so extensively or success- 

fully as many other less essential 
commodities. Only a_ few cases 
of outstanding advertising programs 
for textile products can be found. 
This condition h asbeen partially attrib- 
utable to the predominant attention 
given to production rather than to 
marketing problems until recent years 
and to the almost complete separation 
of manufacturing and selling which 
formerly characterized the industry. 
The most important reasons, however, 
have been the inherent difficulties of 
advertising certain textile products and 
the failure on the part of many in the 
textile industry to keep pace with 
changes in selling methods. These 
factors have resulted in a lack of 
advertising for some textile products 
which actually could be advertised and 
an incorrect approach for many others. 

In either case, whether the textile 
product has been unadvertised or in- 
correctly advertised, the element of 
personal selection in the purchase of 
the product has usually been the root 
of the difficulty. The following cases, 
dealing with products in which the 
element of personal selection is of 
varying importance, will indicate how 
a correct analysis of this factor aids 
in the formulation of a sound advertis- 
ing and sales-promotion program. 


CRESCENT Company! 


This company, established over 50 
years ago, had 7,500 looms in mills 
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near Boston in which it manufactured 
sheeting and tubing, and smaller quan- 
tities of jeans, drills, and_ sateens. 
In 1921 sales were about $4,000,000, of 
which 70% was sheeting and tubing 
sold under the “Crescent” brand. 
The company sold most of its output 
to a sales agent who sold to wholesalers. 
Since finished sheets and pillow cases 
were becoming important at that time, 
the company also sold to an indepen- 
dent manufacturer who made up and 
marketed them under the “Crescent” 
name. Prior to 1920 the company had 
done no advertising. 

In 1920-21 it conducted an investiga- 
tion among dry-goods retailers in towns 
with populations from 1,000 to 25,000. 
The main purpose of this investigation 
was to interest retailers in expending 
more effort by offering them dealer 
helps and financial aid in their local 
newspaper advertising. No standard 
amount or percentage was offered, 
since it was thought better to be able 
to vary the aid to the needs of each 
case. The investigation disclosed that 
the “Crescent” brand was practically 
standard among retailers and con- 
sumers and that most retailers specified 
“Crescent” when ordering from whole- 
salers. The total expense of the in- 
vestigation and advertising campaign 
was 4% of sales, and the results 
obtained were very gratifying. The 
company planned to keep within this 
4% ratio in future promotional efforts. 

In 1922 it was recommended that 
part of the appropriation should be 
put into magazine advertising because 
of the better methods of presentation. 
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This recommendation was subsequently 
adopted. Seven colors of sheets and 
pillow cases have also been sold under 
the “Crescent”? brand in order to meet 
the recent demand. 


Commentary 


The early history of this company 
appears to be an instance of failure to 
advertise products which were per- 
fectly adapted to advertising. This 
conclusion is borne out by the very 
fact that brand familiarity had been 
built up over a long period of time 
merely through use of the products. 
In other words, strong associations 
between the brand and certain qualities 
in the products had grown up, associa- 
tions which resulted in brand 
discrimination. ‘The belief that these 
associations could have been built up 
much more quickly through advertising 
is strengthened by an examination of 
the products and the motives attending 
their purchase. 

Durability and dependability in qual- 
ity are undoubtedly the most impelling 
buying factors in the purchase of 
sheets and pillow cases, whether bought 
in made-up form or in the form of 
sheeting and tubing. Furthermore, 
these qualities are difficult to judge 
adequately at the time of purchase. 
Since the “Crescent”? brand had these 
attributes to a marked degree, it would 
have been entirely practicable to adver- 
tise this fact to consumers. 

Appearance, on the other hand, has 
little weight in the selection of a brand 
of sheets and pillow cases. Assuming 
that every manufacturer produces 
equally delicate and desirable colors, 
the question of appearance is of no 
great importance even for colored 
sheets and pillow cases in determining 
the brand to be purchased. That 


is, the consumer will decide upon the 
brand first on the basis of the motives 
mentioned above and then will choose 
the color, probably on the basis of a 
color scheme previously planned. 


CLaysBon Company? 


This manufacturer of cheese-cloth 
and gauze products had attempted 
to increase sales of cheese-cloth by 
introducing trade-marked packages. 
This was done in 1919, after a market 
survey had indicated that the consumer 
market was the only one which could 
be expected to take care of excess 
manufacturing capacity. The specific 
problem was whether sales promotion 
efforts should be directed to consumers 
or to dealers. 

Prior to 1919 cheese-cloth had been 
sold exclusively in bulk and was ex- 
tremely profitable for retailers but was 
seldom pushed by them. It was a 
highly competitive commodity, several 
large competitors having imitated the 
Claybon packaging idea. These pack- 
ages included the five most popular 
grades, in § and 10 yard sizes, and cost 
about one cent more per yard. This 
extra cost, however, was passed on to 
consumers. New uses were constantly 
being discovered for cheese-cloth, with 
the result that the Claybon Company 
increased its cheese-cloth sales from 
5,600,000 yards in 1919 to 32,000,000 
yards in 1924, but only 25% of the lat- 
ter was in packages. 

The company had spent about $25,- 
000 annually in advertising cheese-cloth, 
40% in trade publications and 60% in 
direct mail to retailers and dealer helps. 
No definite proportion of this was 
allotted to packaged cheese-cloth. The 
expense of maintaining seven mission- 
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ary salesmen to introduce packaged 
cheese-cloth in new localities was 
charged to advertising. 

An attempt to test consumer 
advertising by a one-week special dis- 
play of packaged cheese-cloth in a 
department store, accompanied by local 
newspaper advertising, had _ been 
inconclusive; for, although the week’s 
sales were equal to those of the previous 
six months, it was impossible to allocate 
the cause. It was strongly felt that the 
display and attractiveness of the pack- 
ages were far more effective than the 
newspaper advertising. 

In January, 1925, the advertising 
manager recommended the use of $10,- 
ooo for a more thorough test by local 
advertising in a single large city. His 
proposal included suggesting new uses 
and securing new outlets. The sales 
manager suggested that the money 
could better be used in advertising 
to the trade by mail or missionary 
salesmen and by display and dealer 
helps. The sales manager prevailed, 
no consumer advertising being under- 
taken. About that time packages of 
three “‘Handicloths,” containing one 
square yard each, were introduced to be 
sold through hardware and drug stores 
and auto-equipment stores. 


Commentary 


Both this case and the preceding one 
are similar in that the _ products 
involved in both cases are not bought 
on the basis of personal selection. This 
case is distinguished from the Crescent 
case, however, by the fact that Claybon 
cheese-cloth has no features whatever 
that could influence a selective demand. 
In other words, consumers could not 
possibly be led to specify or even to 
prefer Claybon cheese-cloth as against 
any other brand of cheese-cloth. 


The company was the first to package 
its cheese-cloth, it is true, but this was 
not long a distinctive feature since 
competitors soon copied the idea. In 
order to be effective as a basis for 
brand discrimination, a_ distinctive 
feature must be relatively permanent 
or secured by a patent or its equivalent, 
In the Crescent case, for example, the 
high quality of the products may be 
considered a relatively permanent dis- 
tinctive feature, if it is assumed that the 
company can continue indefinitely to 
maintain its quality leadership. At 
least, such leadership is not likely to 
evaporate overnight as a result of 
imitation, for high quality at a 
reasonable cost is attained generally 
only after much experience. 

For the Claybon Company, there- 
fore, the lack of distinctive features in 
its cheese-cloth eliminated the 
possibility of securing brand discrimina- 
tion. At the same time the absence of 
the element of personal selection 
allowed the use of packages and thereby 
influenced the sales-promotion policies. 
The packages introduced features of 
convenience, cleanliness, and elimina- 
tion of waste, which would naturally 
appeal to retailers and would enable the 
company to use new outlets where it 
would never have been possible to 
dispose of bulk cheese-cloth. Since 
cheese-cloth has a low unit price and 
many new potential uses which are 
easily recognized if suggested, it is 
bought largely upon impulse. This is 
especially true for packaged cheese- 
cloth, because of convenience and 
cleanliness. The special display and 
the attractiveness of the packages were 
undoubtedly the major factors in the 
success of the department-store test 
cited in the case, rather than the news- 
paper advertising. The company, 
therefore, was acting upon a sound 
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basis in directing its promotional efforts 
to the trade, with a view toward secur- 
ing as many new outlets as possible and 
toward securing display and coopera- 
tion on the part of the retailers. 

Another point, which is illustrated 
‘n this case and again in the Mallinson 
case, infra, for a totally different 
type of textile product, is the stimula- 
tion of primary demand as a method 
of increasing sales. ‘The Claybon Com- 
pany, in the display material which 
it supplied to dealers, featured the 
many new uses for cheese-cloth and 
also continued to develop further new 
uses, at the same time attempting to 
secure such thorough distribution that 
a large percentage of the increased 
sales resulting from the stimulation of 
primary demand for cheese-cloth would 
be of Claybon cheese-cloth. The Mall- 
inson Company, recognized style leader 
in the dress-silk field, actively promoted 
the use of silks for all occasions, 
although they had previously been used 
almost exclusively for afternoon and 
evening wear, and was the first com- 
pany to feature the use of silk for 
outdoor garments. Though cheese- 
cloth and style silks are widely different 
products, the principle involved is 
the same and is an important one in 
present-day competition within the 
textile industry. 


Marcate Company? 


The Margate Company was selling 
agent for the Denby Mills,? which 
originally manufactured unbranded 
apron ginghams nationally known for 
their quality. Beginning about 1913, 
Denby ginghams were frequently 
undersold by ginghams only slightly 
interior in quality. This led to the 
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introduction of a line of ginghams 
under the ‘‘Middlesex”’ brand which 
were unadvertised and unsuccessful. 
In 1917, therefore, the selling agent 
proposed the addition of a line of style 
ginghams of standard quality which 
it proposed to establish by consumer 
and trade advertising. 

Only two American mill brands of 
ginghams were firmly established at 
this time, both 25 or more years 
old and both unadvertised. Large 
wholesalers preferred private brands 
to mill brands because they were thus 
enabled to buy more advantageously. 
The Margate Company hoped to 
strengthen the position of the Denby 
Mills in the trade by establishing an 
accepted mill brand, expecting to 
establish it firmly in three years. 

The Denby Mills were very fortunate 
in being able to produce a high-quality, 
fast-color gingham as a result of having 
a large supply of fast-color dyes on 
hand at this time when British dyes 
were deteriorating. The styling of the 
new line was intrusted to a very ex- 
cellent designer who was capable of 
developing striking patterns in stripes 
and plaids. The brand name “Con- 
naught”? was stamped on the selvage, 
and the mill refused to make any 
numbers of the new style line except 
under the “‘Connaught”’ name. 

The advertising to the trade stressed 
style, while the consumer advertising 
stressed style, fast colors, durability, 
and economy—especially the last three. 
By 1922, over half the mill’s production 
was of “Connaught” ginghams, dis- 
tribution having been secured by selling 
at first to one or two wholesalers in a 
district, usually smaller ones. Others 
purchased when their salesmen com- 
plained of the “Connaught” competi- 
tion. In its advertising a retail price 
was stated, higher than most retailers 
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would be likely to charge. This was 
to offset the idea that a fast-color, high- 
quality gingham was not necessarily 
high in price. 

In 1923 the advertising was shifted 
from monthly magazines to women’s 
fashion quarterlies because of the grow- 
ing importance of style changes. Be- 
cause of a shift in styles to other 
textiles, the Margate Company has 
since had to discontinue the consumer 
advertising. 


Commentary 


This case and the next, in striking 
contrast to the previous two, are 
thoroughly saturated with the elements 
of style and personal selection. In 
the textile industry, of course, these 
two factors are usually found together. 
The experience of the Margate Com- 
pany is an interesting case on the use 
of consumer advertising and of a brand 
name for style goods. 

As suggested in the Crescent Com- 
pany case, the proper approach to 
consumer advertising, for a product 
which is purchased largely upon a 
basis of personal selection, is usually 
to stress the important qualities of 
the product which are difficult or 
impossible to judge adequately at the 
time of purchase. In the Margate 
case this approach was used for the 
““Connaught” ginghams and very suc- 
cessfully too, until a shift in styles to 
other textiles curtailed the demand for 
cotton fabrics. The consumer adver- 
tising was intended to build associa- 
tions of durability, fast color, and 
economy around the “Connaught” 
name, with only incidental mention of 
style in consumer advertising. This 
latter point was vitally important, of 
course, and was entrusted to a very 
expert designer who was capable of 
developing striking patterns in stripes 





and plaids. The advertising to th 
trade, however, very properly stressed 
style, since style was the stronges 
point upon which to secure distribution 
of the “Connaught” line. The dealers 
could be relied upon to push sale; 
vigorously in order to avoid being 
caught with obsolete numbers. As wij! 
be seen even more strikingly in the 
Mallinson case, this coordination be. 
tween trade and consumer advertising 
is highly important for style goods. 

The above discussion makes evident 
the desirable side of adopting a brand 
for style goods and of supporting it 
with consumer advertising. It is fairly 
clear, however, in view of the in- 
portance of style and personal selection 
that it is virtually impossible to lead 
consumers to insist upon, or even to 
prefer, style goods of a certain brand. 
The most that can be expected, in 
general, is acceptance of a brand that 
is favorably known for certain im- 
portant qualities which are difficult 
to judge at the time of purchase and 
then only if the colors, design, and 
general appearance are as pleasing to 
the consumer as are those of other 
brands. 

On the other hand, there are also 
some arguments against the use of a 
brand name on style goods. In the 
first place, it is obvious that the 
effectiveness of a brand name tends to 
become weaker in proportion as the 
element of personal selection becomes 
stronger. In the extreme case, in 
which an article is purchased solely ona 
basis of personal selection (as are most 
laces, for example) a brand name }s 
of very little value. Secondly, a brand 
name is more effective if prices are 
constant, but constant prices are very 
difficult to maintain upon style goods. 
High marks-up are necessary in the 
early days of a style to recoup the 
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to the J .evitable mark-downs which are neces- company’s silks had many uses, the 
Stressed ry later to move the last items of the larger proportion was used for dresses. 
trongest MY iine. The more rapid the style obsoles- During the past few years silk had come 
ribution ence, the more violent are these price into style for morning and sports wear 
dealers HP ayctuations. Finally, if a brand name as well as for evening and afternoon. 
h sales . connected with a given style, the The company had actively promoted 
| being HR passing of the style is likely to meanthe silks for all occasions and had been 
As will oassing of the brand. This can be the first to feature them for outdoor 
in the } prevented if the brand is made to garments. 
ion be. stand for the permanent qualities in After expending much time, effort, 
ertising the fabric, as “Connaught” was made and money, the National Park series 
rds. to stand for durability, fast colors, and of 12 patented designs was created in 
evident HR economy. color combinations and printed on 
brand & (hese three general objections to three of the company’s most popular 
ting it the branding of style fabrics apply special weaves. ‘‘ National Park,”’ to- 
s fairly n such slight degree to this case, gether with the name of the weave and 
ie im- however, that it may be concluded that the company, was stamped on the 
lection the Margate Company was justified selvage. The new series was intro- 
o lead n establishing the “Connaught” brand duced to the trade in January, 1927, 
yen to through consumer advertising. Ap- at a manufacturers’ silk show, widely 
brand, parently only a pronounced shift in attended by cutters-up and buyers for 
ed, in styles to rayon and silk fabrics pre- piece-goods departments of department 
d that vented the company from enjoying stores, who wished to ascertain style 
nh im- nore extended success. tendencies in women’s dresses for the 
ficult coming season. Immediately after the 
e and RM eS ee show, Mallinson salesmen started to 
, and H. KR. MALLINGON & COMPANY make calls and take orders. They 
ng to in 1926 H. R. Mallinson and Com- carried samples of the National Park 
other pany, one of the largest manufacturers series and also portfolios illustrating 
high-quality dress silks, decided to proposed consumer advertising and 
- also narket in the 1927 season a new series sales-promotion aids available for 
of a lesigns, the motifs of which were department stores. 
1 the rived by the company’s style experts The company also consulted with 
the ‘rom well-known spots of scenic the style departments of leading 
ds to zrandeur in national parks. women’s fashion magazines. The lat- 
the Primarily because of the excellence of ter developed for National Park silks 
omes ‘s fabrics and designs, but also because special dress patterns which they 
>» & ‘ aggressive and sustained sales and featured in their magazines and 
ona ‘avertising efforts, H. R. Mallinson which they sold both to consumers 
most ind Company enjoyed a nation-wide and to pattern departments of depart- 
die reputation in the trade and among’ ment stores. 
ran¢ consumers for style leadership in fash- The consumer advertising was to 
are nable silk fabrics. Two-thirds of consist of full-page rotogravures, one 
ard ‘s production consisted of special each in January and February, in 
ods. ves which were registered in the leading newspapers of the larger cities 
<9 patent office and were sold under and full-page advertisements monthly 
me il trade names. Although the from May to October in nine leading 
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fashion magazines for women. Be- 
lieving that the most effective advertis- 
ing would be that by individual depart- 
ment stores, the executives had the 
advertising department prepare a book- 
let containing complete advertise- 
ments, individual illustrations, and 
many paragraphs of suggested copy. 
This booklet was mailed to department 
stores selling Mallinson silks, with the 
statement that electros or matrices 
necessary for reproducing these ad- 
vertisements would be sent free upon 
request, along with counter cards and 
suggested window displays. ‘The com- 
pany also advertised in all principal 
millinery trade journals and supplied 
these magazines and the fashion pages 
of newspapers with publicity articles 
about the National Park series. 


Commentary 


This case presents an instructive 
contrast to the Margate case with 
respect to the different associations 
which were built around the’ brand 
names in the two instances. In this 
case, style leadership has become as- 
sociated with the Mallinson name, 
something which obviously can be 
achieved by only one or two at the top 
of any given field. This association 
had to be built primarily upon the 
actual fact of style preeminence, of 
course, but in this case it was also 
ably supported by a remarkably well- 
coordinated advertising and sales-pro- 
motion campaign. 

Even in the Mallinson case, acknowl- 
edged style creator and leader though 
the company was, the element of 


personal selection was so powerful that 
the campaign for marketing the Na- 
tional Park series had to be very care- 
fully planned to insure success. The 
first aspect of this campaign was the 
extremely careful preparation in the 
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form of large expenditures of time, 
effort, and money in developing the 
designs to be presented. This prep- 
aration was fortified by variety ip 
number, colors, and weaves, and the 
company assured themselves of the 
benefit of these factors by taking out 
patents on the designs. 

The second feature of this campaign 
was the use of the special name. 
**National Park,” attached to the new 
series along with the Mallinson name. 
This served two important purposes. 
First, it called attention to the novelty 
and uniqueness of the designs, 
Secondly, it allowed the Mallinson 
name to be associated with the new 
series, but in such a manner that when 
the series passed from style, only the 
National Park name passed with it. 
Mallinson was remembered as the 
sponsor of a popular series, and many 
consumers almost immediately began 
to look forward to the next series to be 
brought out by Mallinson. This use 
of a double brand name is an important 
element in the continued success oi 
Mallinson novelty silks, because it side- 
steps one of the important objections to 
the use of a brand name on style goods. 

The third aspect of the campaign 
made necessary by the element of 
personal selection was the introduction 
of the series to the trade through the 
manufacturers’ silk show, immediately 
followed by personal sales solicitation. 
This gave the company an early idea of 
the probable success of the series. 
Presentation of the consumer-adver- 
tising program and the promotional 
assistance available to customers 
facilitated the selling process and aided 
in securing the cooperation of the stores 
selling Mallinson silks. 

The final aspect of this remarkable 
campaign was the coordinated program 
of advertising and publicity carried on 
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through leading newspapers and 
women’s fashion magazines, through 
millinery trade journals and _ pro- 
motional aids to stores. The entire 
orogram was a concentrated effort, a 
necessity resulting from the novelty 
nature of the National Parkseries. Yet 
each step was carefully planned to fit 
‘into the coordinated whole and each 
step recognized the limitations imposed 
by the element of personal selection. 
That is why so much effort was spent in 
supplying department stores with sales- 
promotional aids; that is why special 
patterns for National Park silks were 
developed; and that is why publicity 
articles were used to supply a “news”’ 
value to the National Park series. 

This case is probably most valuable 
as an indication of the limitations 
mposed upon many companies, since 
it is obviously impossible for any given 
field of the textile industry to have more 
than one or two recognized style 
leaders. This case, therefore, does not 
have general application. A careful 
study of the product and of the 
company’s position in the trade should 
clearly indicate certain limitations upon 
the promotional methods which can be 
afely used. This case, however, is also 
an excellent example of a_ well- 
coordinated advertising program from 
which any textile manufacturer should 
be able to derive a valuable lesson. 
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Summary and Conclusions 
From these cases several generaliza- 
may be drawn which illustrate 
w the element of personal selection in 
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he purchase of textile products helps to 
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termine the advertising and _ sales 
For example, even the 
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packaging of cheese-cloth by the 
Llaybon Company (really a bit of sales 
trategy, though it might appear at first 
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policy) was made possible by the fact 
that personal selection in the purchase 
of cheese-cloth is totally absent. 

Textile products which are unaffected 
by the element of personal selection, 
but which contain important qualities 
difficult to judge at the time of 
purchase, can be successfully advertised 
to consumers to build brand discrimina- 
tion. Examples of this type of product 
are sheets and pillow cases, towels, and 
plain linens. The advertising should 
aim to build associations between the 
brand and the qualities of the product 
which are difficult to judge by observa- 
tion. These qualities should of course 
constitute strong buying motives for 
the product being advertised. The 
product need have no_ distinctive 
features beyond the qualities just 
suggested, which really constitute dis- 
tinctive features in themselves if found 
to a greater degree in the brand being 
advertised than in competing products. 

The textile products fulfilling the 
above conditions are more or less 
standard goods and are in no sense style 
goods. They are, therefore, bought 
with more rational motives, and certain 
brands of such products may even come 
to be insisted upon by many consumers 
because of the qualities behind those 
rational motives. As suggested in the 
cases, brand insistence can be expected 
only in the case of textiles for which 
personal choice is not an important 
basis of purchase. 

Cheese-cloth illustrates a second type 
of textile product, from which is lacking 
not only the element of personal selec- 
tion but also any distinctive feature or 
quality that could influence brand 
discrimination. Many cheap fabrics, 
adapted to every-day household use 
or wear, would also come under this 
classification. Where cleanliness, con- 
venience, or elimination of cutting 
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waste in purchase is of sufficient 
importance, such products may be 
suitable for packing. In any event, 
these products can not properly be 
advertised to consumers, except by 
“‘noint-of-purchase advertising” (that 
is, display) and by stimulation of 
primary demand through the sugges- 
tion of new uses. Whether either or 
both of these types of promotional 
effort are used, wide distribution and 
dealer cooperation are essential. From 
this it follows that the main pro- 
motional efforts for this class of textile 
products should be directed to dealers, 
in the form of missionary salesmen, 
direct mail, or dealer helps, or all three, 
depending upon the product and upon 
the degree of completeness of distribu- 
tion already attained. The Claybon 
case is a good example of the proper use 
of promotional efforts upon the trade 
for a product like cheese-cloth. 

In coming to textile products which 
are bought partly or largely upon the 
basis of personal selection, important 
limitations are immediately set upon 
the objectives of any advertising which 
may be undertaken. ‘These objections 
have been stated before and briefly may 
be summed up by saying that the 
degree of brand discrimination achieved 
varies almost inversely with the degree 
of importance of personal selection in 
the purchase of the fabric. ‘The greater 
the number and the importance of the 
qualities in a fabric which can not 
be judged adequately at the time of 
purchase, the stronger is the basis 
for brand discrimination. ‘This 1s illus- 
trated by the Margate case in which 
the consumer advertising was properly 
centered upon just such qualities, thus 
building certain associations around the 
“Connaught” brand useful to con- 
sumers and valuable to the company in 
achieving good-will. 


Only when a textile manufacture; 
has a considerable style following cap 
association between style leadership 
and the brand name be effectively used, 
Such leadership must be real before 
such an association can be built up. [py 
other words, the association between 
style leadership and brand should have 
started to grow in actual fact before any 
forced feeding is adopted in the form of 
advertising this association to 
consumers. That this growth can be 
strengthened, however, by judicious 
and coordinated advertising is illus- 
trated by the Mallinson case. 

Both of the last two cases emphasize 
the importance of skilful designing and 
of promotional effort directed to the 
trade for style fabrics. Designing has 
nothing to do with advertising or 
sales promotion, but is obviously a 
prerequisite to the success of a style 
and is something for which, if it is 
poorly done, no amount of advertising 
or sales promotion can atone. Pro- 
motional efforts to the trade are im- 
portant to secure distribution, for the 
retailer may be relied upon to use 
reasonable diligence in selling style 
goods if once they can be placed upon 
his shelves and counters. 

In conclusion, the most valuable 
suggestion which can be derived froma 
study of these cases is the importance 0! 
carefully analyzing a textile product 
or any product, for that matter, before 
planning any advertising or sales-pro- 
motional campaign. This analysis 
should seek primarily to ascertain those 
features of the product which determine 
the buying motives and buying habits 
surrounding its purchase. Such an 
analysis, accurately made, is the first 
step and, as seen from these cases, !t 
is a long step toward the formulation 
of a sound advertising and_ sales 
promotion program. 
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BOOK REVIEWS 
INVESTMENT TRUSTS 


ment trust, as such, was compara- 
tively unknown in this country until 
a few years ago and because of its rapid 
crowth and seemingly increasing pop- 
ularity, it is difficult to conceive of any 
more timely subject for discussion. 
Hence two books! should prove of more 
than passing interest to all types of 
investors. 
3ecause of the youth of this type of 
institution in this country, it has not 
had the firm foundation of experience 
on which to base its expansion. Since 
for this reason, among others, many 
people believe that steps should be 
taken to regulate these trusts, the 
matter has received more or less official 
notice. What action, if any, will be 
taken is problematical, but the subject 
is of interest to investors both large 
and small, who can hope best to serve 
their own interest only by having some 
knowledge of the various types of 
trusts in existence as well as an under- 
standing of the advantages and dis- 
advantages of each of those types. 
Only with such knowledge and under- 
standing can an investor reasonably 
iecide which type of company best 
its his particular requirements. 
These and many other points, of course, 
are thoroughly covered by _ both 
authors. 
As a background Mr. Grayson gives 
a comprehensive and interesting history 


¢ view of the fact that the invest- 


_‘ Fowler, John Francis, Jr. American Investment 
fry New York: Harper & Brothers, 1928. 415 

Grayson, Theodore J. Investment Trusts—Their 
rigin, Development and Operation. New York: 


Wiley & Sons, Incorporated, 1928. 434 pp. 





of the investment trust in England. 
It undoubtedly will be enlightening to 
most of those who read his book to see 
the difference in the set-up, manage- 
ment, et cetera, of the trusts in that 
country and those in the United 
States 

Mr. Grayson strongly stresses the 
importance of management and decries 
the lack of uniformity among the 
American trusts in regard to accounting 
methods, particularly as regards the 
information released concerning the 
intimate details of operation. He be- 
lieves that only by being willing to 
publish such details can the investment 
trust hope to become a leading feature 
in the scheme of American finance. 
Numerous statistical data are given 
and analyzed, not in a dry sort of way 
but in order to show or to discover the 
various methods and policies of man- 
agement. The book concludes with 
consideration of federal land banks, 
insurance companies, and other in- 
stitutions akin to the investment trust. 

Mr. Fowler, as the title of h's book 
signifies, has confined himself almost 
entirely to a discussion of the invest- 
ment trust as it has grown up in this 
country, although he gives a brief 
history of its growth in general. He 
has approached his subject more from 
a professional point of view, having 
included, for instance, chapters on 
accounting procedure, problems of tax- 
ation, and promotion policies. The 
author has succeeded in presenting 
these facts in a manner well adapted to 
the use of the general investor, and even 
a cursory perusal of them will be found 
well worth while. 
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Smith’s timely book? covers another 
type of institution that has had con- 
siderable expansion during recent years, 
initiating many new problems. He 
divides his work into three parts as 
follows: 

I Fiduciary Services of Banks and 
Trust Companies 
II History 
III Current Problems in Trust Company 
Development 


Part I contains a description of the 
fiduciary functions of the trust depart- 
ment of a modern trust company or 
bank and considers the economic, social, 
and political aspects of such services. 
These services are divided into 
“Trusts” and “Agencies,” both of 
which are subdivided according to 
whether they are performed for in- 
dividuals, for corporations, or for both. 
Such division results in a clear-cut 
presentation of a subject that might 
otherwise be confusing. 

Part II, while giving a brief history 
of trusteeship from earliest times, is 
mainly a history of the corporate 
fiduciary from 1818 to the present 
time. By discussing many cases of 
actual companies the author shows 
how certain functions, such as life 
insurance, were gradually dropped and 
how banking and other functions crept 
in until we have the trust company as 
it exists today. Incidentally, it is 
interesting to note that the author 
states that the early organization of the 
Massachusetts Hospital Life Insurance 
Company, incorporated in 1818, was 
virtually that of an investment trustas 
that term is now used. 

Part III, as its heading implies, is 
devoted to the problems encountered. 


?Smith, James G. The Development of Trust Com- 
panies in the United States. New York: Henry Holt 
and Company, 1928. 613 pp. $6.25 Students’ 
Edition, $5. 
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These problems, however, are not those 
of government supervision, relations 
with commercial banks and with the 
legal profession, et cetera, such ques. 
tions having been considered in earlier 
chapters in the discussion of the history 
and growth of the trust company, 
It takes up, rather, those perhaps more 
practical difficulties confronting the 
executives of the trust company, such 
as the minimum size of trust to handle. 
the proper diversification of the in- 
vestment of funds, the policy to follow 
regarding the giving of investment 
advice, and many other questions of 
policy and administration. Asa sortof 
basis for this part of the book Mr. Smith 
uses the answers received to a question- 
naire sent out in 1925 to trust depart- 
ments of banks and trust companies. 
The result is an interesting side-light 
on the various opinions of and methods 
followed by the various concerns. 

In connection with the problem of 
obtaining proper diversification—espe- 
cially for the smaller trust funds and 
without too much detailed attention 
thereto—the author suggests the novel 
plan of the establishment by the trust 
company of four or five large general 
investment funds, with each individual 
trust fund holding “‘investment trust 
certificates”’ in one or more (depending 
upon the terms of the individual trust) 
of the general funds. Each of the gen- 
eral funds would, of course, differ from 
the others in composition as to the 
percentage of bonds, stocks, and other 
types of securities forming its port- 
folio—this in order to meet the varying 
requirements of the different individual 
trusts. The difficulties of the plan, in- 
cluding the legal ones, are thoroughly 
discussed, and the result is a proposal 
that merits serious consideration. 


C. C. Oaxes 
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th the How to Understand Accounting* 
ques- should prove to be a popular book 
earlier vith those men in business who at 


resent have little knowledge of ac- 


‘istory 
counting but who have a desire to 


pany, 

; More better acquaint themselves with the 
g the subject. The presentation is logical, 
, Such beginning with the nature and scope of 


accounting, progressing through the 
double-entry principle, mechanics of 
bookkeeping, classification of accounts, 
perpetual inventories and cost account- 
ing, determining and recording profits 
and valuation, and concluding with 
financial, operating, and comparative 
statements, budgeting control, and au- 
diting and internal check. 

In one respect at least Amidon and 
Lang’s book* is unique among recent 
ollege accounting texts—it makes no 
claims to virtue as an exponent of 


andle, 
1€ in- 
follow 
tment 
yns of 
ort of 
Smith 
stion- 
epart- 
anies. 
-light 
thods 


‘m of executive policies or managerial uses. 
-espe- On the contrary, the preface declares 
s and with refreshing frankness that the book 
ntion is concerned only with “‘the art and 
novel technique of cost accounting” and that 
trust a clear line has been drawn between 
neral this and managerial uses of costs. A 
idual reading of the 21 chapters which follow 
trust indicates that the authors have stuck to 
nding their plan and have made no attempt to 
rust) discuss the various applications of the 
- gen- information which they show how to 
from compile. What they have attempted 
» the s worked out with clarity; any weak- 
other ness in this respect is not in the general 
port- plan but in occasional details of expres- 
rying ion such as the title of Chapter 
idual 
1, IM- ‘By Howard C, Greer. New York: The Ronald 
ighly Press Company, 1928. 255 pp. $3. Reviewed by 
posal Paul B. Coffman. 

_ ‘Essentials of Cost Accounting by L. Cleveland 

‘midon and Theodore Lang. New York: The 

Sonald Press Company, 1928. 383 pp. $4.50. 
es Neviewed by Arthur W. Hanson. 
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IX, “Actual Costs of Manufacturing 
Expense.” In choosing between a 
wealth and elaboration of expression on 
one hand, and abbreviation and simpli- 
fication on the other, the authors have 
leaned towards the latter. 

There is nothing unusual about the 
book. The connection between cost 
and general accounting is given a 
marked emphasis; in other words, the 
book carries the accounting rather 
than the engineering flavor. It is a 
good restatement of familiar ground 
for teaching purposes; what may be 
called the complete cost-accounting 
cycle is followed by chapters on es- 
timated costs, joint costs, standard 
costs, waste and spoilage, by-products 
and joint products. 

Another addition to elementary ac- 
counting literature’ contains 28 chap- 
ters devoted to the ordinary mechanics 
of bookkeeping, partnerships, cor- 
porate accounting, elements of costing, 
and capital structure. Chapters are 
also included which discuss such sub- 
jects as investments, interpretation 
of financial statements, mechanical 
aids to accounting, and the designing 
of sets of books. Principles outlined 
in this work are substantiated by 
adequate problem material and ques- 
tions at the end of each chapter, 
while a practice set illustrating three 
stages of a business—sole ownership, 
partnership, and incorporation—is in- 
cluded at the end of the book and 
facilitates an understanding of theory 
by its practical application. Some 153 
forms are used throughout the volume. 
These forms have been chosen with care 
and will prove valuable to the beginner, 
enabling him to visualize situations 
which otherwise might prove obscure. 


8 Elementary Accounting by Frank Hatch Streight- 
off. New York: Harper & Brothers, 1928. 501 pp. 
$3.50. Reviewed by William C. Gordon, Jr. 
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Fundamental principles are enumer- 
ated and stated carefully and clearly. 
In his preface, however, the author 
makes no apology for the effort re- 
quired of the student in mastering the 
subject as presented here. On the 
whole, the book impresses one as 
possessing a great deal of merit though 
not contributing new side-lights to 
the subject of accounting. 

Accounting Method® is distinguish- 
able from the usual text of accounting 
in the degree of emphasis upon prob- 
lems of interpretation and account 
structure. ‘This emphasis does not 
become apparent, however, until one 
has reached the later stages of the 
development of the volume. The typ- 
ical chapters under this head are: 
Administrative Uses of Cost Data, 
Social Control through Accounts, Aver- 
ages and Trends, Summaries of Finan- 
cial Status, Summaries of Business 
Operation, and Theory of Accounting 
Classification. These chapters con- 
stitute Part IV, which is entitled ““The 
Interpretation of Accounting Data.” 

The author speaks of the text as 
being “‘intended for college students, 
preferably of sophomore or senior 
college rank; the different sections 
make it possible for schools to place 
emphasis on portions which are most 
suited to their needs.” 

In addition to two introductory chap- 
ters, Accounting Reports in Business 
Management’ contains 12 chapters deal- 
ing with balance-sheet items, two ex- 
plaining the control of operations 
through profit-and-loss statements, 
three on the use of efficiency reports 


* By C. Rufus Rorem. Chicago: The University of 
Chicago Press, 1928. 596 pp. $450. Reviewed by 
(et 

? By Homer E. Gregory. New York: The Ronald 
rg "eee 1928. 445 pp. $5. Reviewed by 
A. W. H. 
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to control specific operating conditions, 
and three explaining the use of standard 
costs and the budget as instruments 
of control. A large part of the materia| 
is not new, but the book is clearly 
written and gives the impression that 
it was written by a practical, ex- 
perienced person. It should prove to 
be a satisfactory text-book. 

The practical literature of account- 
ing, as distinguished from the pedagog- 
ical, may be divided into two main 
classes, the first dealing with necessary 
general principles, concerning such mat- 
ters as accounts receivable or inven- 
tories and applicable equally to the 
great majority of businesses, and the 
second dealing with the special prob- 
lems of a given industry, particularly 
those involved in the economical and 
effective handling of its mass trans- 
actions. Hotel accounting is of the 
latter sort; its business is with large 
numbers of small transactions which 
must be recorded promptly and with 
innumerable details calling for instant 
treatment. Such a situation needs 
specialist treatment based on long and 
intensive experience, and these attri- 
butes have been supplied in marked 
degree by the authors of the present 
work.’ The result is an array of 
records, serving the double purpose 
of statistical accumulation and a check 
against clerical errors or dishonesty, 
which have been operated extensively 
enough to insure their practicability. 
Auditing in such a business resembles 
that in a bank or department store: 
it is practically concurrent with the 
transactions themselves rather than 
an ex post facto affair. The whole 
structure of these records is based upon 
hotel organization and management, 


® Hotel Accounting by Ernest B. Horwath and 
Louis Toth. New York: The Ronald Press Company, 
1928. so8pp. $6. Reviewed by A. W. H. 
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as described in the earlier chapters. 
The needs of different sizes of hotel 
and of different types of management 
are all handled with an authoritative 
touch. 

In the literature of this specialist 
accounting the attention given to de- 
tails frequently results in some of the 
large questions of balance-sheet and 
operating-statement structure being 
overlooked, but this is not the case 
here; the standard rules and tests 
for the preparation and interpretation 
of sound statements are developed 
in Chapters XVII-XX, together with 
some very interesting statements as 
to the ratio and other differences 
which will normally distinguish a hotel 
balance sheet from that of an industrial 
concern. 

A detailed treatment is given 
Chapters XXIII-XXV) to the ques- 
tion of cost analysis for the food-han- 
dling departments, but this is one feature 
n which the reader would welcome 
more opinion or testimony from the 
authors as to the extent to which this 
sort of analysis is used in practice 
and the limitations upon the gathering 
and the uses of such data. This type 
of critical appraisal of the value and 
possibilities of expense analysis is ab- 
sent to an even greater extent from 
the sections dealing with departmental 
expense accounts (pp. 267-276). One 
is left, however, with the impression 
f an authoritative treatment, which 
would need only the customary adapta- 
tions to particular cases. 

These books are not exhaustive of 
recent accounting literature, but have 
been selected because of their repre- 
sentative character, diversified con- 
and methods of treatment. 
Possibly recent international meeting 
ol accountants will result inanincreased 
stumulus to accounting literature. 


tents, 


BOOK REVIEWS 


I2!I 


LABOR PROBLEMS 


Labor movements may be studied 
advantageously from either of two 
angles. A problem may be viewed in 
its entirety at long range or it may be 
seen as it applies to a given situation 
at close range. Both approaches have 
advantages: the former makes sum- 
marizations and deductions possible; 
the latter acts as a corrective to ill- 


founded generalizations and_ hasty 
conclusions. 
In recent years much has_ been 


written about labor relations, partic- 
ularly in those industries where trade 
unions are least active. There has 
been a relatively small amount of 
scientific study, however, in specific 
organizations which have experimented 
with definite labor-relation programs. 
For this reason, Feis’s account of labor 
relations in the Procter and Gamble 
Company’ is of particular importance. 
Many more such studies will have to be 
made before one may safely accept some 
of the current assumptions relative to 
labor relations, but researches of the 
type made by Feis will be a means 
for gauging the accuracy of present 


generalizations. 
While the entire book is interesting 
and well worth reading, there are 


several parts which stand out as partic- 
ularly significant. The influence of 
leadership—leadership of a high, one 
might almost say exalted type—on 
the part of Procter and Gamble man- 
agement is obvious, as is also the 
almost complete lack of guidance 
emanating from the ranks of the 
workers. It is apparent that such 
a situation is not accidental. The 
presence of a strong, dominating per- 


9 Labor Relations: A study made in the Procter and 
Gamble Company by Herbert Feis. New York: 
Adelphi Company, 1928. 170 pp. $2. 
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sonality such as Colonel Procter’s has 
much to do with the local situation. 
The motives of the management, in 
relation both to trade unions and to 
the general well-being of the employees, 
are clearly set forth. 

Two other aspects of the problem 
impressed the reviewer as of more than 
passing significance. One is the fact 
that the company has found it neces- 
sary to use great care in selecting means 
by which it seeks to carry out its labor- 
relationship program; for example, it 
has been necessary to contract the 
sphere of foreman influence. The 
other factor is the clear explanation 
of the relation between given devices 
for carrying out labor policies and 
general economic forces. In soap pro- 
duction, for instance, the company has 
been able to work out a plan of guaran- 
teed employment largely because eco- 
nomic conditions in this field have made 
it possible for the company to control 
its sales with remarkable regularity. 
In the other branch of its production, 
however,—that of vegetable and fat 
oils—no such control has been attain- 
able, and consequently no plan of 
guaranteed employment is in force. 

The reviewer gained the impression, 
although the author did not say so 
directly, that the Procter and Gamble 
Company illustrates a high-minded 
type of paternalistic management with 
all the advantages and weaknesses 
incident tosuchacontrol. One finishes 
the volume hoping that Professor Feis 
will extend his short-range studies to 
other types of industry. 

Estey’s book!® is typical of many 
present-day texts which are confined 
to the subject of labor and as such it 
has much to commend it. One sees, 


New York: 
378 pp. 


10 The Labor Problem by J. A. Estey. 
McGraw-Hill Book Company, Inc., 1928. 
$3. 
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however, a tendency to over-paint one 
side of the industrial picture. Viyid 
portrayals of present-day industrial 
conditions are set forth which create 
a sympathy for the author’s point 
of view, but we are not so certain that 
they present a careful analysis of 
actual conditions. For example, the 
author writes: 


This conflict of economic facts and 
democratic theory is the background of the 
labor problem. For the labor problem js 
essentially the problem of maintaining 
standards of living of wage earners in a 
society in which all the essential economic 
developments make it increasingly difficult 
to do’ so. 


We must confess that we do not 
believe it possible to convince the 
average American college student that 
standards of living are increasingly 
dificult to maintain; neither can he 
be convinced that any considerable 
portion of the world’s population ever 
lived in that delightful position (de- 
scribed by the author) where the “in- 
dustrious apprentice need only be in- 
dustrious to marry his employer's 
daughter and join his employer’s class.” 
There is too much evidence to the 
contrary. Years of teaching have con- 
vinced the reviewer that the quickest 
way to get the whole-hearted support 
and sympathy of the college student 
in matters pertaining to labor is to 
put all the cards on the table face up 
and that any failure to do so defeats 
its own purpose. 

The book gives a good description 
of the aims and progress of organized 
labor. Under the rather doubtful 
phrase, “The Liberal Employer,” the 
author outlines the growth of the 
labor movement as it relates to scien- 
tific management and the so-called in- 
dustrial democracy. The development 
of labor laws is traced under the section 
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alled “Labor Legislation.” Of course, 
» actual life there is no such division 
‘ the labor movement. Organized 
labor uses the devices of the “liberal 
employer” and the state; the “liberal 
employer” is utilizing trade unionism 
and all devices of social control, while 
the state is building on the work of 
both employer and employee. 

If the book is accompanied by 
mature, unprejudiced interpretation of 
modern industrial conditions, it has 
much to recommend it as a text; 
{it is not so used, it does not paint an 
accurate picture of the modern labor 
problem. 

The Works Council" affords in- 
teresting reading and valuable infor- 
mation for those persons who see in 

works-council idea a movement 
toward democracy in industry. The 
book is a friendly interpretation of 
the works-council development in Ger- 
many from 1920 to 1926. If studied 

1 connection with the Whitley plan 
in England and the so-called voluntary 
plans found in the United States, it 
affords a good picture of contrasting 
programs. Everyone who followed the 
German labor movement prior to the 
Great War ought to read this book. 

Effective House Organs is a revised 
edition of the book by the same title 
ippearing some eight years ago. It 
s of especial interest and use to persons 
editing house organs, and considering 
the fact that many house-organ editors 
ire selected to do editorial work for 
ther reasons than their editorial fitness, 
tought to continue to serve as a useful 
handbook. 

E. C. Rogpsins 


"The Works Council: A German Experiment in 
industrial Democracy by C. W. Guillebaud. London: 
Cambridge University Press, 1928. 305 pp. 

‘? By Robert E. Ramsay. New York: D. Appleton 
nd Company, 1928. 464 pp. $5. 


MANAGEMENT 


It is difficult to deal briefly yet ade- 
quately with a subject as expansive as 
Industrial Management. The field is 
too broad, the subject too voluminous, 
to make its constructive consideration 
easy in a single book orclassroom course. 

Industrial Organization and Manage- 
ment'® is an outline of the problems 
involved in the organization and 
management of a manufacturing enter- 
prise. It is an excellent description of 
the various parts of a modern industrial 
unit. Possibly it over-emphasizes the 
mechanical aspects of manufacturing. 
Nevertheless, study of this book should 
give the student a certain familiarity 
with the language, the terms and the 
phrases common in the field and provide 
him with a mental picture of a manu- 
facturing organization. 

In the opinion of the reviewer, this 
treatment is not an adequate considera- 
tion of the problems involved in manag- 
ing an industrial unit. The problems 
of management are to be found in the 
creation and maintenance of the many 
internal and_ external relationships 
which characterize the modern business 
enterprise. To call attention to this 
condition is not enough. The student 
must be brought to think about, to 
reason out, the lines of action involved 
in these situations. It is true that 
conditions are never twice alike, that 
the way out seldom follows a plainly 
beaten path. ‘The writer compliments 
Mr. Cornell in that he has refrained 
from laying down rules of action or laws 
for procedure guidance. Such rules 
and laws are dangerous in the hands of 
students unfitted by training or 
experience to use them as they should 
be used; they are points of departure 


13By William B. Cornell. New York: Ronald 
Press Company, 1928. 653 pp. $5. 
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of 


However, the administration of modern 


rather than goals achievement. 

industry involves action, and the 
student should be taught this from the 
beginning. A picture of the problem 
setting may be valuable, but in the last 
analysis it is action on the problem that 
counts. 

Perhaps this fact can best be illus- 
trated by reference to the book itself. 
Cornell most admirably points out 
the necessity of correlation of produc- 
tion policy with market policy in 
manufacturing. A realization of this 
situation is a very practical necessity. 
Far beyond that, however, is the 
question of just what to do in a par- 
ticular situation. In 1920 many pro- 
ducers were faced with this very 
problem. Shoe manufacturers, for 
example, could not sell the standard 
lines of shoes which they had been 
efficiently producing. Some producers 
thought that the way out was product 
diversification, style appeal. If this 
policy was followed, it meant sacrifice 
of economies of standardized produc- 
tion. Further, there was the question 
as to the position in which the company 
would find itself when business again 
became brisk. Could the policy then 
be changed and standardized lines 
reestablished? ‘The problem was not 
solved by a realization of the necessity 
for correlation of sales and production; 
its solution involved the determination 
of what to do in order to get that 
correlation. The answer to such a 
problem is not to be found in any book 
of laws or policies of management with 
which your reviewer is familiar. It is 
not to be found in Mr. Cornell’s 
admirable volume. It is the existence 


of the many just such problems, how- 
ever, that tempts the writer to suggest 
Organization 
could 


and 
materially 


that Industrial 
Management 


be 





HARVARD BUSINESS REVIEW 








strengthened in its consideration o/ 
manufacturing policy without going t, 
the undesirable extreme of laying dows 
a group of laws to control manageri,) 
action. 

Laws of Management Applied 1 
Manufacturing by L. P. Alford j. 
a “different” book. In the cop. 
sideration of a subject as dynamic 
as modern industry, writers have hesi- 
tated to advance statements, labeled 
as laws, to serve as guides or rule: 
of action. Alford has swung to the 
opposite extreme. Laws of Manag- 
ment is simply a compilation of suc! 
laws together with a brief descrip- 
tion or demonstration of a working of 
each. In no instance is the basis 
of derivation expanded or proof of 
validity of the assertion established. 

To this reader the book was both 
refreshing and intriguing, refreshing 
in its terseness and intriguing in the 
possibilities it suggests. The task o! 
establishing laws to serve as manufac- 
turing guides is no easy one. In this 
case the problem was greatly simplified 
by a limitation set forth in the first 
chapter of the book: “Inasmuch as 
the purpose of this presentation is tc 
deal with certain of the causes of the 
recent progress in manufacturing, ni 
consideration will be given to the 
social and economic effects and im- 
plications.” 

This qualifying statement deserves 
careful consideration. The meaning 
and intent are not entirely clear. In 
the development of the subject no 
consideration is given to the economi 
and social results that would follow 
any general application of these laws 
in management. Nor are the laws 
themselves a codification of what has 
generally been accepted as sound eco- 


14New York: Ronald Press Company, 1028. 
pp. $4. 
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mics in practice. On the other 
in certain instances the laws do 
hibit an acceptance of economic 
asideration in their formulation. 
\Vhatever the intent, the result is 
-r, the task of the author has been 
aterially simplified. 
It is when one attempts to utilize 
\lford’s laws as rules or guides to 
inufacture that the significance of 
simplification becomes apparent. 
‘onsider the law of specialization of 
luct, “Concentration upon the 
nufacture of a single or a few types 
nd sizes of product tends to improve 
quality and lower production cost.” 
\s a rule of action this law unquestion- 
bly points in just one direction, 
lardization. However, in the ap- 


| 
na 
anu, 


ition of this law can the manager 
rd to ignore such economic factors 
hifts in the business cycle, changes 
the standard of living, change to a 
yer’s from a seller’s market, seasonal 
mand, changes in competitive con- 


ns of production? Again, in ap- 
ng the corollary to the law of 
cialization of the individual—“‘ As 
scope of an executive’s responsi- 
ity is narrowed, his efficiency in- 
ses’—can the manager afford to 
rejudice the future of his organization 
failing to consider the economic 
psychological factors involved in 

1a program? 
he beliefs of the author are probably 
et forth in the following quota- 
an examination reveals 


that the application of the laws of 
manufacturing management,’ while 
increasing prosperity and material 
wealth and contributing to the leisure, 
comfort, and well-being of our people 
on the one hand, has fostered liberty, 
inspired progress and extended the 
concept of essential service on the 
other.” 

““No part of the development of 
the fundamentals of management is 
in sharper contrast with the academic 
work done in the economic and social 
sciences than that presented by this 
particular group of mathematically ex- 
pressed laws. . Work of this kind 
in time may lead to a new economics 
written or largely influenced by engi- 
neers and starting with the known facts 
of production instead of the theories of 
trade and distribution.” 

The book is refreshing because of 
its terseness and lack of philosophic 
speculation. It is intriguing because 
of the possibilities implied. Taken 
alone and by itself each individual law 
undoubtedly expresses a tendency. It 
is when these individual laws are 
brought together and applied to the 
individual management problem that 
the relationship thus developed both 
within and without the business unit 
becomes food for thoughtful specula- 
tion. 

As a stimulant for thought, the book 
is exceedingly worth while; as a manual 
of procedure, it is dangerous. 

F. E. Fouts 
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